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ANSWERS TO EXAMINATION QUESTIONS
The problems and questions prepared by the American Institute 
of Accountants and adopted by state boards of accountancy in ex­
aminations for the certified public accountant certificate are periodic­
ally published in book form. Unofficial answers to these questions, 
based on material appearing in The Journal of Accountancy, have 
been concurrently published in separate volumes. The first book of 
answers covered the period from May, 1927, to November, 1931, 
and subsequently the questions and answers for the period from 
May, 1932, to November, 1935, were published. These books have 
been used in accounting courses and have proved their value to 
candidates for the C.P.A. certificate.
In response to continuing demand, we now present another book 
of answers which have appeared in The Journal of Accountancy, 
covering the period from May, 1936, to November, 1938. The prob­
lems and questions of this period appear in a separate volume which 
is being published simultaneously. I t  cannot be too strongly empha­
sized that these answers are not in any sense official. They represent 
only the opinions of the two individuals who have prepared them for 
publication.
John L. Carey, Secretary
AMERICAN INSTITUTE OF ACCOUNTANTS
EXAMINATIONS OF MAY, 1936
Auditing, May, 1936
No. 1.
(a) The following definitions are given in Accounting Terminol­
ogy, the preliminary report of a special committee on terminology of 
the American Institute of Accountants:
“Assets, contingent: Assets, the value or existence of which depends upon the 
occurrence or nonoccurrence of a certain event or upon the performance or 
nonperformance of a certain act.
“Liabilities, contingent: (1) Liabilities arising only in the event of something 
which may or may not happen. They may be classified in several ways:
(a) Definite liabilities, which may be found by an examination of the 
accounts and records, such as a liability on notes re-discounted, arrears 
of dividends on cumulative preferred stock, unpaid subscriptions on 
stock, endorsements or guaranties which have been given, payments 
on leases, etc.
(b) A second class is more difficult to trace, for it includes such items 
as guaranties in the sale of goods or services, contracts for future deliveries, 
cancellation of sales on time, returned merchandise, pending law suits 
or judgments under appeal.
(2) Liabilities which may arise in the future as a result of transactions in 
the past and, if arising, will result, in some cases, in a corresponding 
contingent asset but not necessarily of equal value. . .  .”
(b) A common example of contingent assets is land donated by a 
municipality or a chamber of commerce upon condition that a certain 
period of operations be completed or that a certain number of em­
ployees be engaged for a certain period.
Another example arises when notes receivable are discounted, as 
stated under (2) above. A t the time the notes are discounted, the 
party who endorses them for discount has a contingent asset and a 
contingent liability. If the maker pays the notes to the holder, the 
contingent liability and the contingent asset no longer exist. If the 
maker does not pay, the contingent asset and contingent liability 
become actual.
Two examples of contingent liabilities are: (1) notes receivable 
discounted and (2) possible losses from law suits pending.
(c) On the balance-sheet, the land held under a contingent gift
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should be shown as “contingent asset-land” with a corresponding 
“contingent surplus.” The value to be assigned to it would be set by 
the board of directors, and it should be the appraised value.
No note need be made of the contingent asset for notes receivable 
discounted except as disclosed inferentially in the footnote comment­
ing upon the contingent liability of the notes discounted, which would 
be appended to the balance-sheet.
Other methods of showing the contingent liability on notes receiv­
able discounted would be: (1) to show the amount of the notes dis­
counted “in short” in the current liability section or (2) to include 
them as both current assets and current liabilities. The objection to 
the latter method is that the working capital ratio is distorted.
The contingent liability on pending law suits may be shown as 
follows:
(1) Just before the net worth section of the balance-sheet as “re­
serve for estimated loss on pending law suit $xxxxxx,” if 
an estimate can be reasonably made.
(2) In a footnote appended to the balance-sheet. If an amount is
used, the footnote should state the source from which it 
was obtained or on whose opinion the amount is based.
No. 2.
(a) Disregarding the actual value and possible use of the specific 
information mentioned in this matter, it may be said that an ac­
countant is not at liberty to apply knowledge gained from one client 
in reviewing the affairs of another client. Of course, in certain in­
stances it is doubtless difficult to eliminate completely from one’s 
mind information related to a particular client obtained from outside 
sources, but it should never be made the basis for any material state­
ment. In this case, the information that the holder of the bonds 
confidently expected to obtain control of the business in a short time 
in no way affects the position of these bonds on the balance-sheet.
(b) As these bonds are maturing within twelve months of the date 
of the balance-sheet I would show them as a current liability. Pay­
ments of the bonds will have to be made out of whatever working 
capital the company has, assuming that no appropriation of a sinking 
fund has been made. The only valid reason for showing these bonds 
as a fixed liability (and this explanation would have to be mentioned 
in a footnote) would be when arrangements for refinancing the issue 
have been completed.
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No. 3.
(a) Journal Entries
Cash register ................................................................ $ 600.00
Serial notes payable .......................................... $ 600.00
To raise value of cash register to original cost 
and to place liability for serial notes payable on 
books.
Surplus .......................................................................... 360.00
Depreciation—cash register ........................................ 90.00
Reserve for depreciation—cash register ..........  450.00
To provide for depreciation of cash register, on 
following basis:
Rate of annual depreciation ..........  6%
Depreciation for year ended De­
cember 31, 1935 .............................. $ 90.00
Depreciation from December 3 1 , 1930, 
to December 31, 1934 ....................  $350.00
(b) Balance-Sheet
Assets
Cash register (or office equipment) ......................  $1,500.00
Less reserve for depreciation ................................  450.00 $1,050.00
Liabilities and net worth
Current liabilities:
Serial notes p ay ab le ................................................ $ 200.00
Fixed liabilities:
Serial notes payable—due in $100 instalments 
December 31, 1937, and annually thereafter . .  400.00
The problem states that these notes were due annually, beginning 
December 31, 1931. I t is evident that the instalment due December 
31, 1935, was not paid, since only four $100 payments and the orig­
inal payment of $500 have been recorded. Therefore, this overdue 
payment and the one due December 31, 1936, within a year of this 
balance-sheet, must be shown as current liabilities. The remainder 
may be shown as fixed liabilities.
(c) Upon purchase of this cash register, assuming that it was not 
under a “conditional sales contract,” the register became an uncon­
ditional asset of the company and the notes issued became a direct 
liability. Elimination of both, while not affecting the amount of the 
net assets, distorts the financial position.
Depreciation must be taken as an annual charge against operations
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for the use of the register. Charges for previous years, however, 
should be taken from surplus, for they are not a rightful charge 
against current earnings.
Liabilities which are due within a year following the date of the 
balance-sheet must be shown as a current liability. Liabilities not due 
in less than a year may be shown as “other liabilities” or “fixed 
liabilities,” depending on their nature.
No. 4.
Depreciation has been defined as the physical deterioration of 
tangible assets due to wear and tear and the action of the elements. 
In as much as tangible assets used in any business, whether type­
writers or factory boilers, are useful only for a certain number of 
years, it is logical to charge each year’s operations with its propor­
tionate share of the cost of the asset.
This charge is a deduction from earnings before determining net 
operating profit, inasmuch as the use of the machine was as much a 
component part of the expenses of operating the business as were 
labor, fuel, etc.
No. 5.
(a) Inasmuch as the building will revert to the lessor of the land 
upon the expiration of the lease, I would write off the cost of the 
building over the life of the lease, or at the rate of 4% per annum.
(b) Even though the lease contained an option to renew for an 
additional twenty-five years, I would use the 4% rate. The possi­
bility of renewal twenty-five years hence is too remote to justify any 
lower rate.
Taxable
Items
Non-
Taxable
Items
No. 6.
(1) Income from profession .................................................... $10,000
(2) Net loss from operations of farm where he maintains
a country home:
If it can be proved that the physician operates this 
farm as a business, even though he maintains a 
country home on the premises and obtains his prin­
cipal income from his profession or other business, 
the loss may be deducted (6 BTA 890). The test 
seems to be whether or not the taxpayer expected to 
make any gain or profit from its operation. This 
question is not answered by any statement of the 
question, nor does the question give enough detail
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of the loss to enable the candidate to ascertain 
whether such personal expenses as food, electricity, 
water, repairs, insurance, etc., have been allocated 
between the actual farm operations and the “country 
home” section of the farm. Because these questions 
cannot be answered, it  is assumed in the solution that 
the farm loss is a personal lo s s .................................... $1,000*
(3) N et loss from rental of seashore home for summer:
Here, also, is presented the question of allocation of 
expenses applicable to the rent income and to the 
doctor’s personal use of the home. However, as rents 
were received for the use of the seashore home, and 
as I  have assumed that the doctor spent last summer 
on the farm, the repairs and depreciation ($600) 
less the rentals ($300) are used as deductible items . .  $ 300*
(4) Gain from securities sold—bought in 1930:
The gains and losses from securities sold are capital 
gains or losses, limited by the number of years the 
securities were held.
Taxable a t 30% .......................................................... 1,500 3,500
(5) Gain from securities sold—bought in 1931:
Taxable at 60% ............................................................  600 400
(6) Loss from securities sold—bought in 1926:
Taxable a t 40% ..........................................................  3,200* 4,800*
(7) Gain from real estate sold—bought in 1924:
I t  will be seen tha t no provision for depreciation 
has been made in this case, and for purposes of com­
puting gain or loss from property sold, depreciation, 
allowed or allowable, must be taken into considera­
tion. Since no suitable rate is suggested, however, 
depreciation may not be considered in this case, 
unless the candidate cares to take the inadvisable 
step of assuming a rate.
Taxable gain a t 30% (as capital gain) ..............  600 1,400
(8) Interest paid ........................................................................ 2,000*
(9) State and municipal taxes:
Assuming that these did not include improvement 
assessments, these are deductible ..................................  500*
(10) Federal income tax for 1934 paid:
This is not deductible ..................................................  700
Computation of Net Income
Income from profession................................................................ $10,000
Rent .................................................... ...........................................  300*
Capital gain (schedule C) .......................................................... 500*
Total ........................................................................................ $9,200
*Deductions.
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Interest paid .................................................................................. $ 2,000
Taxes paid .....................................................................................  500
Total ........................................................................................ 2,500
Net income .............................................................................. $6,700
Computation of Net Income Subject to Normal Tax
Net income (above) ....................................................................
Less: Personal exemption ..........................................................
Earned-income credit ........................................................
$6,700
$ 2,500
670 3,170
Net income subject to normal tax ............................................ $3,530
Schedule C—Capital Gains and Losses
Item
Number Description
Date
Pur­
chased
Date
sold
  Sales 
price Cost
Depre­
ciation
Gain 
or loss
Per­
centage
Gain or 
loss to 
be taken
(4) Securities 1920 1935 $5,000 30 $1,500
(5) Securities 1931 1935 1,000 60 600
(6) Securities 1926 1935 8,000* 40 3,200*
(7) Real estate 1924 1935 $10,000 $8,000 2,000 30 600
Total................................................................................................................................................... $ 500*
* Deductions.
No. 7.
(a) Reserve for depreciation:
The auditor should carefully review the methods of deter­
mining and applying the depreciation rates to ascertain the sufficiency 
of the reserve. In considering the adequacy of rates, the company’s 
own experience should be examined, comparison should be made 
with other companies in the same or similar industries, and reference 
should be made to standard tables of depreciation. The accounts 
should be examined to ascertain whether fully depreciated or fixed 
assets which have been disposed of are accounted for properly.
The reserve for depreciation should be shown as a deduction from 
the asset to which it applies, in the fixed-asset section of the 
balance-sheet.
(b) Reserve for restoration of leased property:
The auditor should examine the leases and any contracts 
covering the liability to restore the changes in the leased property 
and examine the basis upon which the provision is being made to 
satisfy himself that it is adequate. If the liability matures within a 
year, the amount should be shown under the current-liability section;
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if the maturity is beyond a year, it should be shown immediately 
above the net-worth section of the balance-sheet under the caption 
“reserves.”
(c) Reserve for contingencies:
The auditor should ascertain the purpose for which the 
reserve is set aside. If it is for an actual liability, it should be shown 
as such, under the current or deferred-liability section of the balance- 
sheet, depending upon the maturity date. If it is a valuation reserve, 
it should be so indicated and deducted from the asset to which it 
applies. If it is a surplus reserve, it should be shown under the sur­
plus section of the balance-sheet, but with a name more descriptive 
than “contingencies.” If it is created for purposes of providing 
against some contingency which will in all probability occur, and the 
amount is indefinite, it should be shown, with a more descriptive 
title, under the “reserve” caption just above the net-worth section.
(d) Reserve for sinking fund:
The auditor should study the bond indenture to see if its 
provisions have been fully met. If the bond indenture is silent as to 
a sinking fund and if its maintenance is evidently voluntary, the 
auditor should inquire as to the policy followed and review the min­
utes of the board of directors for any information concerning the 
reserve. He must reveal any deficiency in the reserve if the trust 
indenture provides for a compulsory provision.
Since the sinking-fund reserve is merely an appropriation of sur­
plus to be returned to surplus at the maturity and payment of the 
bond issue, it should be shown in the net-worth section of the 
balance-sheet.
(e) Reserve for income taxes:
(1) In the case of an interim balance-sheet.
(2) In the case of a final annual balance-sheet.
In the case of both an interim balance-sheet and a final 
annual balance-sheet, the auditor should inspect the computation of 
the income-tax liability. Although it is true in the case of the interim 
balance-sheet that later operations at a loss may eliminate or reduce 
any tax liability, this is only a contingency. The amount of the ac­
crued income taxes at the interim balance-sheet date should be shown 
in the current liability section as a “reserve for income taxes.” In 
the final annual balance-sheet, I would change the terminology to 
“income taxes payable” and show the amount under current 
liabilities.
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No. 8.
(a) (1) “Audited the books, accounts and records” would seem 
to indicate to the reader an exhaustive investigation of each trans­
action and a more sweeping review of the company’s entire opera­
tions than the auditor intended to imply.
“As at December 31, 1935,” would seem to indicate a review of 
the transactions and accounts of that day, rather than for the previ­
ous twelve months.
(2) “Certify that” should be qualified with the phrase, “in our 
opinion,” for the auditor renders an opinion, not a certification of 
facts.
(3) “Subject to the realization of the accounts receivable and the 
inventories” is too general a qualification. The inference to be drawn 
is that no reserve for bad debts has been set aside, or that any re­
serve provided is inadequate, and that the inventories have been 
overvalued. This qualification, by its complete disclaimer of responsi­
bility for two of the most important balance-sheet items, tends to 
give rise to such grave doubts of the accountant’s ability as to de­
stroy any value the certificate might have.
(4) “The attached balance-sheet is a true and correct statement 
of the company’s financial position for the year.” A balance-sheet 
does not present the company’s financial position “for the year,” but 
as of a certain date. Because of such estimates as depreciation and 
bad-debt reserves, and the difficulty of obtaining a “true” valuation 
of inventories, patents, goodwill, etc., a balance-sheet represents only 
an opinion, and not facts. The accountant should hesitate to go fur­
ther than to state that, in his opinion, the statement correctly reflects 
the financial position of the company.
(5) “We further certify that the accompanying profit-and-loss 
account as at December 31, 1935,” is subject to the same objection 
to the word “certify” as outlined under (2) above. Further, a profit- 
and-loss statement covers a period; it is not “as at December 31,
1935.”
(6) “True and correct according to the books” implies that the 
statements are in agreement with all the books of the company. It 
raises the question as to whether the books are correct and whether 
the auditor has examined every one of them. I t is also subject to the 
same criticism for the use of “true and correct” discussed in (4) 
above.
(b) The following objections to the certificate as a whole might 
be made:
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1. I t  is not dated,
2. I t  is not addressed to anyone,
3. I t  is not well arranged: the introductory statement, qualifications,
and certifying statement are all placed in the first sentence and a 
further certificate is added in the second sentence,
4. I t  is ambiguous,
5. I t  is indefinite as to the scope and limitation of the examination and
the sources from which the information was obtained.
6. I t  does not indicate whether any change in the accounting methods
had been made or not.
No. 9.
The names of the directors should be obtained from the minutes of 
the stockholders’ meeting, and the authorization for the directors’ 
fees, officers’ salaries and the commissions paid to the officers should 
be verified from the minutes of the meetings of the board of direc­
tors. Unless traveling expenses are unusual in amount or purpose, the 
authority of the directors is unnecessary.
Actual payments may be verified by examination of the voucher 
register and cancelled cheques. The expense vouchers covering the 
disbursements to the officers for traveling should be scanned, and 
authority of the disbursing officer should be verified.
No. 10.
(a) The term “operating capital” is uncommon: in the following 
answer it is interpreted as meaning the amount of capital invested 
and borrowed on long terms which is used as permanent capital, i. e., 
the net worth plus funded liabilities.
(1) The ratio of operating profits to operating capital employed indicates 
the efficiency of the use of the capital funds.
(2) The ratio of net sales to operating capital employed shows the turn­
over of operating capital in sales and indicates whether the amount of capital 
in use can readily support the volume of business done.
(3) The ratio of working capital to operating capital employed shows the 
portion of operating capital needed for or applied to working capital purposes.
(4) The ratio of net sales to gross fixed assets shows the turnover of capi­
tal invested in fixed assets in relation to sales, thereby indicating the degree 
of unit cost for the use of the fixed assets.
(5) The ratio of net sales to accounts receivable reflects the ability of 
the management to collect its receivables by showing the relation of turnover 
of receivables to sales.
(6) The ratio of cost of goods sold to inventories reflects the inventory 
turnover, which is a widely-used measure of merchandising ability.
(7) The ratio of net worth to total assets indicates the portion of total 
assets represented by the investment of the owners as compared with the
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creditors’ equity. I t  is useful in reviewing the financial condition and policy 
of the company.
(8) The ratio of current assets to current liabilities is the working capi­
tal ratio which reflects the ability of the company to meet its current obliga­
tions promptly.
(9) The ratio of cash to current liabilities shows the relative amount of 
available cash and the relative amount of cash necessary to be realized 
from other current assets to meet current liabilities on demand.
(1) The ratio of net income to net worth represents the rate of return 
on the owners’ investment in the business.
(b) Unless considered with the other ratios or compared with sim­
ilar figures, none of the ratios is of much value standing by itself. 
Some of the comparisons which are useful are those with similar fig­
ures for
(1) Another company in the same industry,
(2) The same company for other periods,
(3) The industry as a whole,
(4) Business in general.
No. 11.
(a) The general fixed property of a municipality should be carried 
on its books at cost. This is advisable because no provision for de­
preciation may be taken by a municipality and, if a depreciated 
value were placed on the books each year, it would require an entry 
apart from the general taxation and operation records. The reason 
for not providing for depreciation on fixed property of a municipality 
is that each addition to fixed property is financed through a bond 
issue having approximately the same life as the fixed property. This 
bond issue is then amortized throughout the life of the asset through 
an addition to the operating tax revenues. If these tax lists were fur­
ther increased to provide for depreciation, “double taxation” would 
result.
(b) In the case of utilities operated by a municipality, however, 
depreciation should be provided, inasmuch as the utility represents 
a distinct business venture of the community, and it should be com­
pared with private utilities to determine its efficiency. Taxpayers do 
not directly pay annual taxes for the amortization of fixed property 
used by utilities, which should be self-supporting. If depreciation 
were not charged, the utility could charge lower rates, but taxpayers 
would have to pay higher taxes to amortize the bond issue—a situa­
tion which would obviously distort the actual effect of operating a 
municipal utility.
Accounting Theory and Practice, Part 1, May, 1936 
No. 1.
City  of X
Statement Showing the Adjustments to the Surplus Accounts as at January 1, 
1933, and December 31, 1933
January December
1 ,  1933 31, 1933
Balances, per the books ........................................................ $332,011 $345,610
Transfer to:
Reserve for stores .............................................................. $ 25,000 $ 25,000
Capital surplus .......................... .........................................  269,362 286,962
Reserve for orders and contracts .................................... 4,350
Allowance for estimated losses—current (1933) taxes .. 18,440
Reserve for advances to sinking f u n d .............................. 3,212
Total deductions .......................................................... $294,362 $337,964
B alances...................................................................... $ 37,649 $ 7,646
Add:
Adjustments for the following charges made to the 
general-fund expense in error:
Library fund .................................................................... 1,687
Parks fund ...................................................................... 2,143
Surplus, as adjusted .............................................................. $ 37,649 $ 11,476
N ote.—The public-benefit instalments, as a general rule, are appropriated from 
the general fund as expenditures during the fiscal year. Hence, they are 
not considered in the above statement of surplus accounts.
City  of X
Statement of General-Fund Revenue and Expenditures for the Period, January 
1, 1933, to December 31, 1933
Revenue:
Taxes assessed .................................................. $184,400
Less—allowance for estimated losses—cur­
rent (1933) taxes .......................................... 18,440 $165,960
Other revenue collected .................................. 56,841
Total revenue ........................................  $222,801
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Expenditures:
For permanent property .................................................... $ 17,600
Appropriated for orders and contracts ............................  4,350
Sinking fund ........................................................................ 9,212
Public-benefit in sta lm en t....................................................  3,178
Other expenses (see note below) ......................................  214,634
Total expenditures .................................................. 248,974
Excess of expenditures over revenue ...................................................... $ 26,173
Surplus, January 1, 1933 .......................................................................... 37,649
Available surplus, December 31, 1933 .................................................. $ 11,476
N ote.—Other expenses are computed as follows:
Expense, per vouchers approved .......................................... $227,642
Deduct:
Payment to sinking fund .............................. $ 6,000
Public-benefit instalment ................................  3,178
Special fund—library ......................................  1,687
Special fund—parks ........................................ 2,143 13,008
$214,634
No. 2.
Two methods may be followed in solving this problem. In the first 
solution, a selling price of $3.00 per unit is assumed in building up 
a statement of profit and loss for the year ending June 30, 1935, as 
shown below
K. Inc.
Statement of Profit and Loss for the Year Ended June 30, 1935
Per cent
Sales ............................................................
Cost of sales ..............................................
Units
................  8,000
Amount
$24,000
16,000
of sales 
100.00% 
66.67
Gross profit ................................................ $ 8,000 33.33%
Expenses:
Selling and delivery ..............................
Administrative and general ................
$ 2,400 
1,800
10.00%
7.50
Total expenses.................................... $ 4,200 17.50%
Net profit .................................................. ................  8,000 $ 3,800 15.83%
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On the basis that the sales of 8,000 units cost $16,000, a state­
ment showing the component parts of this cost may be obtained. In 
the following schedule, the increases or decreases for the year 1936 
are applied to the assumed costs for the year 1935. It will be noted 
that the 1936 costs to produce the 13,000 units to be sold amount 
to $26,750.
K. Inc.
Statement Showing the Estimated Cost to Manufacture 11,000 units 
for the Year Ended June 30, 1936
M aterial.........................................
Labor...............................................
Overhead........................................
Year ended
June 30 , 1935
Increase
or
decrease* 
of 1936 
over 
1935
15.00%
10.00
20.00
Year ended 
June 3 0 , 1936
Units Amount
$ 7,000 
9,000 
4,000
Per cent 
of cost 
35.00% 
45.00 
20.00
Units Amount
$ 8,050 
9,900 
4,800
Cost of Manufacturing................ 10,000 $20,000 100.00% 1,000 11,000 $22,750
Deduct: closing inventory.......... 2,000 4,000 20.00 2,000*
Add: opening inventory.............. 2,000 2,000 4,000
Cost of sales................................... $16,000 80.00% 13,000 $26,750
For the year 1936, selling expenses are to be reduced 75%, and 
the management expects to make 20% net on sales. The selling price 
of the 13,000 units must be, therefore:
Cost of sales (as above) ........................................................ $26,750.00
Selling expenses:
1935 ........................................................................ $2,400.00
Less 75% ............................................................ 1,800.00 600.00
Administrative and general: (same as 1935) ......................  1,800.00
Total cost and expenses ........................................................ $29,150.00
$29,150 ÷  80% is the selling price, o r ..............................  $36,437.50
The statement of profit and loss for the year 1936 may be pre­
pared as follows:
K. Inc.
Statement of Estimated Profit and Loss for the Year Ended June 30, 1936
Per cent
Units Amount of sales
Sales ........................................................................ 13,000 $36,437.50 100.00%
Cost of sa le s .......................................................... 26,750.00 73.41
Gross profit on sa le s ............................................ $ 9,687.50 26.59%
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Deduct expenses:
Selling and delivery ......................................
Administrative and general ..........................
Total expenses ..............................................
Net profit for the year ......................................
$ 600.00 1.65%
1,800.00 4.94
$ 2,400.00 6.59%
$ 7,287.50 20.00%
The company may obtain a 20% increase in the net profits for 
the year 1936 by reducing the 1935 selling price 6.57%, as shown
below:
1935 sales (13,000 units at $3.00) ..................................  $39,000.00
1936 sales per above .......................................................... 36,437.50
Decrease .............................................................................. $ 2,562.50
($2,562.50 ÷  $39,000.00) ...................................................... 6.57%
An alternative method is used in the following solution. The cost 
to produce 110% of the 1935 production is:
Per cent Per cent Per cent
of cost of of cost
1935 increase 1936
Materials .............................. ................................ 35% 115% 40.25%
Labor .................................... ................................  45 110 49.50
Overhead .............................. ................................  20 120 24.00
Totals ............................ ................................ 100% 113.75%
The 1936 production costs may be expressed in terms of 1935 cost 
as follows:
113.75%
------ - times 66.67% or 68.94%
110%
The cost of sales for the 13,000 units to be sold during the year 
1936 is:
Per cent Units Product
Inventory (2,000 units) .................... ................  66.67% ( 2,000) 133,340
Production (11,000 units) ................ ................  68.94% (11,000) 758,340
Total ................................................ (13,000) 891,680
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The expenses for the 13,000 units to be sold 
during the year 1936 are:
Selling and delivery expense (25% of 10%) . .  2.5%
Administrative and general expense ..................  7.5
Total 10.0% ( 8,000) 80,000
Total costs and expenses (13,000 units) ..........  971,680
Expressed in terms of percentage ......................  74.7446%
The 1936 sales must be (74.7446÷ 80%) or 93.43%, if the net 
profit is to be 20% of sales.
The selling price per unit may be reduced by (100.00% minus 
93.43%) 6.57% to produce a net profit of 20%.
No. 3.
T amarack M anufacturing Company
Journal Entries to Record Transactions for Period from January 1, to 
September 1, 1935
(1)
Cash ....................................................................................
Customers’ accounts ..................................................
Notes payable ..............................................................
Interest income on bonds ..........................................
To record cash received.
(2)
Notes payable ..................................................................
Accounts payable ............................................................
Machinery ..........................................................................
Labor ..................................................................................
Administrative salaries ....................................................
Selling expenses ................................................................
Sundry manufacturing expenses ..................................
Rent ...................................................................................
Office expenses ..................................................................
General expenses ..............................................................
Cash ................................................................................
To record cash disbursed.
(3)
Customers’ accounts ......................................................
Sales ................................................................................
Dr. Cr.
$133,360.20
$ 98,746.70 
34,376.00
237.50
917.50
42,584.20
3,750.00
77,366.40
9,675.28
11,900.00
646.62
4,000.00
2,418.50
2,381.40
155,639.90
236,174.80
236,174.80
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To record net sales computed as follows:
Customers’ accounts September 
1, 1935 ........................................  $172,952.10
Add collections to September 1,
1935 ............................................  98,746.70
T o ta l ............................................  $271,698.80
Less customers’ accounts January
1, 1935 ........................................  35,524.00
Difference—net sales ....................  $236,174.80
(4) Dr.
Materials and supplies .................................................... $ 64,488.10
Accounts payable ........................................................
To record net purchases as follows:
Accounts payable September 1,
1935 ............................................ $ 24,457.50
Add disbursements to September
1, 1935 ........................................  42,584.20
Cr.
64,488.10
Total ..........................................  $ 67,041.70
Less accounts payable January
1, 1935 ........................................  2,553.60
Difference—net purchases ..........  $ 64,488.10
(5)
Depreciation—machinery and fixtures ........................  1,012.50
Reserve for depreciation ............................................
To record depreciation to September 1, 1935.
(6)
Automobile depreciation ................................................ 494.40
Automobiles ..............................................................
To record estimated depreciation of automo­
biles to September 1, 1935.
(7)
1,012.50
494.40
Cost of sa le s ...................................................................... 153,513.62
Inventory September 1, 1935 ........................................ 44,000.00
Inventory January 1, 1935 ........................................
Labor ..............................................................................
Depreciation—machinery ............................................
Sundry manufacturing expense ................................
Rent ................................................................................
Materials and supplies purchased ..........................
50,000.00
77,366.40
1,012.50
646.62
4,000.00
64,488.10
To record cost of sales (65% of net sales).
Balance of manufacturing costs are applicable 
to the inventory before fire.
(8)
Reserve for depreciation ................................................ $ 9,450.00
Machinery and fixtures .............................................. $ 9,450.00
To transfer reserve to asset account as amount 
of reserve applicable to burned portion of 
machinery is not ascertainable.
(9)
Fire claim against insurance company ......................  25,454.55
Loss on fire ...................................................................... 3,545.45
Machinery and fixtures ...................................... 5,000.00
Inventory, September 1, 1935.....................................  24,000.00
To record destruction of assets on September 1,
1935, and claim filed with insurance company.
(See schedule 1.)
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Schedule 1
T amarack M anufacturing Company
Statement Showing the Computation of the Fire Loss of September 1, 1935, 
and Claim Against the Insurance Company
Amount 
Fire loss of claim
Machinery destroyed ............................................................ $ 5,000.00
Inventory:
September 1, 1935 ......................................  $44,000.00
Less—portion not destroyed ......................  20,000.00
Value of portion destroyed ......................  $24,000.00
Insurance payable (see below) ....................  20,454.55 20,454.55
Fire loss ............................................................ $3,545.45
Totals $3,545.45 $25,454.55
The computation of the amount recoverable from the insurance 
company (80% coinsurance clause) for the portion of the inventory 
destroyed is determined as follows:
$30,000 (insurance carried)
80% of $44,000 (inventory value)
X $24,000 (the loss): $20,454.55
Exhibit A
T amarack M anufacturing Company
Balance-sheet September 1, 1935 
Assets
Current assets:
Cash ................................................................................
Liberty bonds ..............................................................
Customers’ accounts ....................................................
Due from insurance company ..................................
Inventory ......................................................................
$ 6,643.40 
10,000.00 
172,952.10 
25,454.55
20,000.00 $235,050.05
Fixed assets (depreciated value):
Machinery and fixtures ..............................................
Automobiles ..................................................................
$ 36,300.00
3,000.00 39,300.00
$274,350.05
Liabilities and Net Worth
Current liabilities:
Notes payable .............................................................. $ 38,188.00
Accounts payable ........................................................ 24,457.50 $ 62,645.50
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Net worth
Capital stock ................................................................ $100,000.00
Surplus, January 1, 1935 ......................  $59,220.90
Profits to September 1, 1935 (ex­
hibit B) .......................................... 52,483.65 111,704.55 $211,704.55
$274,350.05
Exhibit B
T amarack M anufacturing Company
Statement of Profit and Loss for the Eight Months Ended September 1, 1935
Net sales ...................................................................................................  $236,174.80
Less cost of sales:
Inventory, January 1, 1935 ...................................... $ 50,000.00
Labor .............................................................................. 77,366.40
Materials and supplies purchased ..............................  64,488.10
Rent ................................................................................ 4,000.00
Depreciation—machinery and fixtures ....................  1,012.50
Sundry manufacturing expenses ................................  646.62
Total costs incurred ................................................ $197,513.62
Less inventory, September 1, 1935, before fire . .  44,000.00 153,513.62
Gross profit on sa le s ........................................................ $ 82,661.18
Rate of gross profit on s a le s .......................................... (35%)
Less selling and general expense:
Selling expenses ............................................................ $ 11,900.00
Automobile depreciation ............................................ 494.40
Administrative salaries ................................................  9,675.28
General expenses .......................................................... 2,381.40
Office expenses .............................................................. 2,418.50 26,869.58
Net profit from operations .......................................... $ 55,791.60
Add miscellaneous income:
Interest on bonds ........................................................ 237.50
Total net profit and other income ...................... $ 56,029.10
Less nonoperating loss:
Fire loss, September 1, 1935 ....................................  3,545.45
Net profit to surplus (exhibit A) .............................. $ 52,483.65
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No. 4.
As in most consolidated balance-sheet problems, the main point in 
this problem is to determine the amount of:
1. Minority interest.
2. Goodwill.
3. Surplus arising from consolidation (“negative goodwill”).
4. Consolidated surplus.
These factors are readily ascertainable if working papers such as 
the following are used. The remaining portion of the solution is a 
matter of cross-adding the like assets and liabilities and substituting 
the four factors outlined above in lieu of the investment accounts and 
the capital stock and surplus accounts of the subsidiaries.
Alpha  Company and I ts Subsidiaries—Beta Company and Gamma  Company
Consolidated Balance-sheet—December 31, 1934
Current assets: Assets
Cash in banks and on h a n d ......................
Customers’ notes and accounts receivable 
Inventories ....................................................
$ 55,000
200,000
180,000 $ 435,000
Property, plant and equipment, less depreciation............  820,000
Deferred charges...................................................................... 20,000
Goodwill (arising from consolidation) ..............................  78,800
$1,353,800
Liabilities and Net Worth
Current liabilities:
Notes payable ...................................................................... $140,000
Accounts payable ................................................................ 105,000 $ 245,000
Mortgage on plant ........................
Minority interests in subsidiaries:
90,000
Capital stock ....................................................
Surplus, January 1, 1934 ..............................
Profits—1934 ....................................................
Beta
Company
(10%)
$ 20,000
1,000
2,000
Gamma
Company
(20%)
$ 20,000
10,300
6,600
Total ..............................................................
Less: dividends paid 1934 ............................
Totals ............................................................
$ 23,000 $ 36,900 
8,000
$ 23,000 $ 28,900 51,900
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Net worth:
Capital stock .................................................... $500,000
Earned surplus:
Balance, January 1, 1934 ..........................  $280,000
Profits, 1934 .................................................. 79,400
T o ta l ............................................................
Less: dividends paid ..................................
$359,400 
50,000 309,400
Capital surplus:
Arising from revaluation of plant, Jan­
uary 1, 1934 .............................................. $100,000
Arising from consolidation ......................  57,500 157,500 $ 966,900
$1,353,800
The following working papers with explanations of the adjust­
ments in journal entry form, while more complete and detailed, re­
quire too much time of the candidate sitting for an examination. 
They are given here for comparative purposes only.
Alpha  Company and Subsidiaries
Intercompany Adjustments—December 31, 1934
(1)
Profits for 1934, Alpha Co.........................................  .............  $ 32,000
Dividends paid Gamma Co.............................................. $ 32,000
To eliminate dividends paid to Alpha Company by 
Gamma Company from profits for year (80% of
$40,000).
(2)
Capital stock, Beta Co...............................................................  20,000
Surplus, January 1, 1934, Beta Co.........................................  1,000
Profits, 1934, Beta Co................................................................. 2,000
Minority interests, Beta Co.:
Capital stock (10% of $200,000) .............................. 20,000
Surplus, January 1, 1934 (10% of $10,000) ..........  1,000
Profits, 1934 (10% of $20,000) .................................. 2,000
To set out minority interest in Beta Co.
(3)
Capital stock, Beta Co. (15% of $200,000) ........................  30,000
Surplus, Beta Co. (15% of $10,000) ....................................  1,500
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Profits, 1934, Beta Co. (15% of $20,000) ..........................  3,000
Investment in capital stock of Beta Co. (15% Gamma) 30,000
Gamma Co. surplus, January 1, 1934 ..........................  1,500
Gamma Co. profits, 1934 .............................................. 3,000
To eliminate Gamma Co.’s investment a t cost in Beta 
Co.’s capital stock. A t time of purchase Beta Co.’s 
stock was purchased at par, which was also the book
value.
(4)
Capital stock, Beta Co. (75% of $200,000) ......................  $150,000
Surplus, Beta Co., January 1, 1934 (75% of $10,000) . . . .  7,500
Profits, 1934, Beta Co. (75% of $20,000) ..........................  15,000
Capital surplus arising from consolidation ................  $ 57,500
Investment in Beta Co. stock at cost .......................... 100,000
Profits, 1934, Alpha Co.....................................................  15,000
To eliminate investment of Alpha Co. in Beta Co. stock 
at December 31, 1934.
Computation of Capital Surplus Credit
Net worth, Beta Co., January 1, 1934 ..............  $210,000
Book value 75% interest, purchased by Alpha 
Co.............................................................................  $157,500
Cost of 75% interest to Alpha Co.......................  100,000
Capital surplus from consolidation ....................  $ 57,500
(S)
Capital stock, Gamma Co. (20% of $100,000) ..................  $ 20,000
Surplus, January 1, 1934, Gamma Co. (20% of $51,500) 10,300
Profits, 1934, Gamma Co. (20% of $33,000) ......................  6,600
Minority interest, Gamma Co. dividends ............................  8,000
Dividends, Gamma Co. (20% of $40,000) ................  $ 8,000
Minority interest, Gamma Co.:
Capital stock .................................................................. 20,000
Surplus, January 1, 1934 ..........................................  10,300
Profits, 1934 .................................................................... 6,600
To segregate 20% minority interest in Gamma Co. after 
taking up Gamma Co.’s 15% interest in Beta Co. profits
and surplus.
(6)
Capital stock, Gamma Co. (80% of $100,000) ..................  80,000
Surplus, January 1, 1934, Gamma Co. (80% of $51,500) . .  41,200
Profits, 1934, Gamma Co. (80% of $33,000) ......................  26,400
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Goodwill .....................................................................................  78,800
Investment in capital stock, Gamma Co.....................  200,000
Profits, 1934, Alpha Co....................................................... 26,400
To eliminate 80% interest in Gamma Co. purchased by 
Alpha Co. on January 1, 1934, and to segregate Alpha 
Company’s share of Gamma Company’s profits after 
crediting Gamma Co. with its 15% interest in Beta Com­
pany’s profits for 1934.
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No. 5.
(1) As the amounts due to and due from the partners are included 
in the balance-sheet of the partnership, the receipt of $300,000 for 
the business resulted in a profit (goodwill) of $100,000. This profit 
should be distributed among the partners in their profit-and-loss shar­
ing ratio as shown below:
Stewart & Co.
Statement of Partners’ Capital Accounts Showing the Settlement between the 
Partners after the Distribution of the 3,000 Shares of 
Capital Stock of the Stewart Corporation
Partners
Profit-and-loss ratio ........................................
Capital accounts.............................................
Profit (goodwill)..............................................
Date
Stewart
(35%)
$100,000
35,000
Green
(25%)
$50,000
25,000
Jones
(20%)
$30,000
20,000
Smith
(20%)
$20,000
20,000
Total
(100%)
$200,000
100,000
Totals........................................................ $135,000 $75,000 $50,000 $40,000 $300,000
Capital stock of Stewart Corporation
(profit-and-loss ra tio)................................. 105,000 75,000 60,000 60,000 300,000
Cash to  be received from Jones and Smith. $ 30,000 $ 30,000
Cash to be paid to Stewart........................... $10,000* $20,000* $ 30,000*
* Red.
(2) If the corporation does not take over the balances in the part­
ners’ accounts and these balances are settled between the firm and its 
partners before the sale is consummated, the settlement between the 
partners will be the same as shown above under (1).
The settlement between the firm and the partners will be as follows:
Paid to:
Stewart ........................................................................................ $20,000
Green ...........................................................................................  30,000 $50,000
Received from:
Jones ...........................................................................................  $ 7,000
Smith ...........................................................................................  3,000 10,000
Reduction in cash (and net liabilities) ..................................  $40,000
Obviously, the reduction in the cash and the net liabilities of the 
firm leaves the net worth at $200,000, the same as under (1). The 
profit of $100,000 and the capital stock and settlement between the 
partners must necessarily be the same.
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(3) If the corporation does not take over the balances in the part­
ners’ current accounts and the partners agree among themselves that 
these balances are to be transferred to their respective capital ac­
counts, the settlement will be as shown below.
Stewart & Co.
Statement of Partners’ Capital Accounts Showing the Settlement between the 
Partners after the Transfer of Their Current Accounts to Their Capital 
Accounts, and the Distribution of the 3,000 Shares of 
Capital Stock of the Stewart Corporation
Partners
Profit-and-loss ratio........................................
Capital accounts.............................................
Transfer current accounts.............................
Totals.......................................................
Profit (goodwill):
Received................................... $300,000
Net worth................................. 240,000
Date
Stewart Green Jones Smith Total
(35%) (25%) (20%) (20%) (100%)
$100,000 $50,000 $30,000 $20,000 $200,000
20,000 30,000 7,000* 3,000* 40,000
$120,000 $80,000 $23,000 $17,000 $240,000
Profit................................  $ 60,000
Balances...................................................
Capital stock of Stewart Corporation:
(In profit-and-loss ratio)............................
Cash to be received........................................
Cash to be paid ...............................................
21,000 15,000 12,000 12,000 60,000
$141,000 $95,000 $35,000 $29,000 $300,000
105,000 75,000 60,000 60,000 300,000
$ 36,000 $20,000 $
25,000*
$
31,000*
$ 56,000 
56,000’
* Red.
No. 6.
A Company
Schedule of Amortization-Serial Bonds
July 1st Bonds outstanding Fraction
1928 ............................ $1,000,000 10/85
1929 ............................ 1,000,000 10/85
1930 ............................ 1,000,000 10/85
1931 ............................ 1,000,000 10/85
1932 ............................ 1,000,000 10/85
1933 ............................ 900,000 9/85
1934 ............................ 800,000 8/85
1935 ............................ 700,000 7/85
1936 ............................ 600,000 6/85
1937 ............................ 500,000 5/85
$8,500,000 85/85
36 A N S W E R S
From the foregoing schedule it will be seen that the bond discount 
on the $600,000 of bonds outstanding to be amortized at July 1, 
1936, would have been 6/85 of $100,000, or $7,058.82. The portion 
applicable to the $50,000 (par value) maturing on July 1, 1936, 
which were purchased on July 1, 1935, is, therefore, (5/60 of 
$7,058.82) $588.24.
The transaction may be analyzed as follows:
Par value of bonds .......................................... $50,000.00
Price paid (85% of $50,000) ........................  42,500.00
Difference .................................................... $ 7,500.00
Unamortized bond discount ............................  588.24
Profit ............................................................ $ 6,911.76
This profit should not be credited to the unamortized bond dis­
count account, but should be credited to surplus as shown below:
Bonds payable ...................................................................... $50,000.00
Cash ...............................................................................
Unamortized bond discount ......................................
S u rp lu s...........................................................................
To record the purchase and retirement of $50,000 
par value of bonds due July 1, 1936, which were 
purchased on July 1, 1935, at $85.
$42,500.00
588.24
6,911.76
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Commercial Law, May, 1936
No. 1.
(a) Statements made to accountants do not constitute privileged 
communications. As Parker has in his possession knowledge of facts 
which are material to the vindication of the rights of the creditor, he 
may be compelled by judicial process to produce such evidence at the 
trial on behalf of the creditor. The foregoing is according to common 
law. In Colorado, Florida, Illinois, Iowa, Maryland, New Mexico, 
and perhaps in other states communications to accountants are made 
privileged by statute and may not be divulged.
(b) A witness is protected against self-incrimination in criminal 
cases, but this protection only applies to the witness when his testi­
mony would be against himself. No such protection exists when the 
testimony sought would affect another person. Parker, therefore, 
cannot decline to disclose nonprivileged information in his possession 
which is relevant and material on the ground that it would incrimi­
nate Thornton.
(c) I t was within the scope of Thornton’s bookkeeper’s employ­
ment to make the analysis of the asset account requested by Parker, 
and the pencil analysis given Parker by the bookkeeper became 
Parker’s property just as would a letter from Thornton to Parker. 
Thornton, therefore, cannot compel Parker to turn it over to him. 
Thornton could compel Parker to give him a copy of this analysis, 
however.
(d) An analysis made by one of Parker’s assistants was Parker’s 
property from the time it was made, and Thornton cannot compel 
Parker to turn it over. Parker as a professional man did not contract 
to give Thornton this information but merely contracted to give 
Parker his final certificate. As in the answer to (c), Thornton can 
compel Parker to give him a copy.
(e) The papers are the property of Parker and therefore are part 
of his estate and as such pass to his legal representatives. There is, 
however, a confidential relationship between Thornton and Parker, 
and Thornton may properly object to having the papers examined by 
third persons to any greater extent than is necessary to insure the 
collection of any fees which may be due from Thornton to Parker. 
If Thornton makes no objection, Parker may bequeath the papers to 
one legatee rather than to another, but if Parker has been paid in 
full by Thornton, Thornton could probably enjoin the delivery of 
the papers to a legatee on the ground that they contained confiden­
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tial information which he did not wish to have disclosed to the par­
ticular legatee.
No. 2.
The deed was not effective to pass title. The directors of a cor­
poration must act at a meeting where opportunity is given for an 
interchange of views, and they cannot act by signing a document 
separately. If there had been no stockholders other than the direc­
tors, this defect would have been immaterial, because the deed could 
not have been questioned by any of the stockholders, but in this 
case, as there were stockholders other than the directors, the deed 
was ineffective.
No. 3.
The essential element which must always be present in any action 
of fraud or suit to rescind a contract because of fraud is the misrep­
resentation of a material fact (perhaps by concealment) by one who 
knows the representation is false or by one who makes it in reckless 
disregard of what the truth may be with the intention to have an­
other act thereon. The elements usually mentioned are:
1. A false representation of material facts.
2. Knowledge of the falsity of the representations by the person making
them, or reckless disregard of what the truth may be.
3. Ignorance of their falsity by the person to whom they are made.
4. Intent or reason to believe that they will be acted upon.
5. Action by the person, to his damage.
If these factors exist there is usually a fraud sufficient to vitiate the 
contract. If, however, there is no intent to defraud or wilful indiffer­
ence on the part of the person making the statement, there is mis­
representation but not fraud.
No. 4.
Judgment cannot be obtained against Hawkes. If the partnership 
is a nontrading one, there is no implied power in a partner to bind 
the partnership by making, accepting, or endorsing commercial paper 
in its name, and third persons are on notice of the character of the 
business and that no such authority exists on the part of any individ­
ual partner. Even though, as in this case, the money was used for the 
benefit of the partnership itself, the weight of authority is to the 
effect that such action is not binding on the partnership nor upon 
other members thereof. A firm of accountants is a professional, non­
trading partnership and in the absence of any general custom or
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special authority one member may not bind the others by his en­
dorsement of commercial paper, even though the money is used for 
the firm business.
No. 5.
A sale of goods is an agreement whereby the seller transfers the 
property in goods to the buyer for a consideration called the price; 
while a contract to sell goods is a contract whereby the seller agrees 
to transfer the property in goods to the buyer for a consideration 
called the price. The distinction is often expressed by the terms 
“executory” and “executed” sales. The distinguishing feature is 
whether or not the property in the goods has been transferred. If it 
has, there is a sale, regardless of whether the price is paid or not. 
If it has not, there is a contract to sell, even though the price is paid. 
The distinction is important because the risk of loss will lie with the 
holder of title in the absence of an agreement to the contrary.
No. 6.
A corporation de jure is one created in strict or substantial con­
formity to the governing corporation statutes, whose right to exist 
and act as such cannot be successfully attacked in a direct proceed­
ing for that purpose by the state. A de-facto corporation is one so 
defectively created as not to be a de-jure corporation, but neverthe­
less the result of a bona-fide attempt to incorporate under existing 
statutory authority, coupled with the exercise of corporate powers. 
I t  is recognized by the courts as a de-facto corporation upon the 
ground of public policy in all proceedings except a direct attack by 
the state questioning its corporate existence. In the case put I doubt 
whether the absence of the statement of the place where the business 
was to be conducted would have prevented the corporation from 
being a de-jure corporation. Certainly that failure would not have 
prevented the corporation from being a de-facto corporation. But 
the first essential according to the great weight of authority in order 
that there may be a corporation de facto is the existence of a char­
ter or law under which a corporation of its character and for the 
objects and purposes for which it is organized might exist, and there 
may be no corporation de facto where a corporation is formed with 
purposes not permitted by the governing statutes. I conclude there­
fore:
(a) The state can successfully question the legality of the cor­
poration.
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(b) The eight men may be sued as partners as in all cases where 
there is no de-jure or de-facto corporation.
No. 7.
The vendor may sue the infant in tort for deceit. The English rule 
is that an infant is not liable in tort for deceit when, by false state­
ments or fraudulent representations, he obtains goods or credit from 
another. This doctrine was first broken away from in this country in 
1819 by a Massachusetts court. Since then, the rule in this country, 
though by no means uniform, has constantly grown away from the 
English rule, and today we may safely say that the weight of au­
thority in the United States is that an infant may be proceeded 
against in a tort action for deceit when he misrepresents himself to 
be of age and thereby secures goods or money, etc. If it is obvious 
that the infant is not over twenty-one, the vendor’s reliance upon the 
infant’s representation as to age cannot be treated as justifiable and 
hence the vendor could not recover for deceit.
No. 8.
The insured would have to pay the premium a second time. When 
a company puts a clause in a contract of insurance, similar to the 
one in the instant case, it may rely upon it, unless there is a statute 
which makes all insurance brokers the agents of the company not­
withstanding such clauses or unless the facts constitute a waiver of 
the clause. In this case, I  think that the fact that the company sent 
the broker a bill payable in sixty days would not be sufficient to 
waive the provision. The result might be otherwise if the broker had 
acted for the company in other cases and had an open account with 
the company.
No. 9.
The defense is effective. Upon maturity of a note the holder must 
give formal notice of presentment and dishonor to an endorser be­
fore the endorser’s liability attaches, and failure to do so will dis­
charge the liability of the endorser in the absence of an express or 
implied waiver. There is no indication from the question that the 
endorser made any statement to the holder or that the holder relied 
on any statement made by the endorser or any action of the endorser 
when he failed to give the notice. The testimony merely goes to show 
that the endorser had knowledge that the maker would not pay the 
note. This is not sufficient to constitute a waiver.
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No. 10.
A will and testament shall be in writing and signed by the testator 
or by some other person in his presence and by his express directions, 
and shall be attested and subscribed in the presence of the testator 
by at least two credible witnesses or else it shall be utterly void and 
of no effect. (District of Columbia.)
No. 11.
Section 74 gives any person except a corporation the right to file 
a petition or, in an involuntary case, an answer seeking to obtain a 
composition or an extension of time within which to pay his debts, if 
the petitioner is insolvent or cannot meet his debts as they mature. 
Secured debts may not be reduced nor their security impaired, but 
they may be extended if the security is in the possession of the 
debtor or receiver. If the petition appears to be a proper one, the 
court (that is, the referee), after notice to creditors, appoints a re­
ceiver for the petitioner’s property. The receiver calls a creditors’ 
meeting, the bankrupt is examined, a trustee is appointed and the 
bankrupt submits his composition or extension proposal. This pro­
posal, when accepted by a majority in number and amount of cred­
itors, including those whose claims would not otherwise be provable 
in bankruptcy, is submitted to the court for confirmation. Upon ap­
proval by the court, the petitioner makes payments as provided in 
the agreement, and, upon satisfactory completion of his obligations, 
the case is dismissed. If, however, the petitioner fails to live up to 
his agreement or to secure the consent of the requisite number of 
creditors, the estate is liquidated as in ordinary bankruptcy pro­
ceedings.
No. 12.
Russell may not recover damages from the corporation. Colley had 
no authority to act as agent for the corporation before it was or­
ganized, and as the contract was not ratified or entered into in any 
way by the corporation itself, it did not become a contract of the 
corporation. Russell can, however, probably recover from Colley on 
the facts stated. There is a strong inference that a promoter is bound 
by a contract made in the name of a nonexistent corporation, which 
can only be overcome by proof that the other party was to look 
to the corporation alone.
Accounting Theory and Practice, Part II, May, 1936 
No. 1.
(1) The following accounts should be kept for control of the kegs:
Kegs is a fixed asset account which should be charged, at cost, 
with all kegs acquired. Any kegs sold or discarded should be credited 
to this account at their cost.
A separate account to support this general ledger account should 
be kept in the receiving and shipping room, in which a record should 
be maintained showing the number of:
(1) Empty kegs in warehouse.
(2) Filled kegs on hand.
(3) Kegs in hands of customers.
Transfers between the three accounts would be reflected by recip­
rocal charges and credits (by number of kegs), and the total kegs 
on hand would always remain in agreement with the “kegs” account 
in the general ledger. Daily reports should be required of the drivers 
to ascertain the number of kegs in possession of the customers.
Reserve for depreciation— kegs. Credits would represent the an­
nual depreciation allowance (5%). Charges would represent accrued 
depreciation on any kegs sold or retired from use.
Depreciation—kegs. Account should be charged with the annual 
provision for depreciation at the rate of 5 per cent of the cost of the 
kegs. This is an expense account to be shown as a charge against 
operations.
Reconditioning cost— kegs. Charges would represent actual expen­
ditures incurred to recondition the kegs. This account is also an 
expense account to be shown as a charge against operations.
Accounts receivable— kegs. As “all kegs are ultimately returned by 
the customer,” a separate account should be set up to account for 
the $5.00 charge for each keg delivered to the customers. The off­
setting credit is entered in an account called “Reserve for returnable 
kegs.” As each keg is returned, the reserve account is charged, and 
the accounts receivable account is credited at $5.00 each. If any 
charge for kegs is paid by the customer, cash is charged and accounts 
receivable are credited.
To facilitate the accounting for the kegs, a separate column could 
be used in both the sales record and the individual customers’ ac­
counts, in which the keg charges and credits may be entered.
Reserve for returnable kegs. Account should be credited with $5.00 
for each keg delivered and charged at the same rate for each keg
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returned. The balance in this account represents at all times the 
amount creditable to the customers for kegs in their possession. Any 
excess of the balance in this account over the balance in the account 
“accounts receivable—kegs” represents the amount refundable, in 
cash, to customers for kegs paid for by them.
(2) The journal entries to record the above-mentioned charges
and credits in the accounts follow:
Kegs ..................................................................................... . $140,000
Accounts payable .............................................................. $140,000
To record the purchase of 28,000 kegs at $5.00 each.
Depreciation—kegs .................................................................... 7,000
Reserve for depreciation—kegs ......................................  7,000
To provide for depreciation at the rate of 5% per an­
num on kegs costing $140,000.
Reconditioning cost—kegs ........................................................ 1,000
Accounts p ay ab le ................................................................ 1,000
To record the (assumed) cost of reconditioning kegs.
Accounts receivable—kegs ...................................................... 125,000
Reserve for returnable kegs  .................................... 125,000
To record the charges made for kegs delivered to cus­
tomers a t the rate of $5.00 each. (I t is assumed that 
25,000 kegs were delivered.)
Reserve for returnable kegs .................................................... 75,000
Accounts receivable—kegs .............................................. 75,000
To record the (assumed) return of 15,000 kegs by cus­
tomers.
Cash .............................................................................................  2,500
Accounts receivable—kegs .............................................. 2,500
To record the (assumed) payment for 500 kegs by cus­
tomers.
Loss on kegs discarded ............................................................ $ 950
Reserve for depreciation—kegs ............................................ 50
Kegs .....................................................................................  $ 1,000
To record the loss, and to reverse the accrued deprecia­
tion on (assumed) 200 kegs discarded. Depreciation 
thereon amounted to (5% of $1,000), $50.
Cash .............................................................................................  1,450
Reserve for depreciation—kegs .............................................. 75
Gain on kegs s o ld .............................................................. 25
Kegs ...................................................................................... 1,500
To record the following:
(Assumed that 300 kegs were sold for $1,450.)
Cash received .......................................................... $1,450
Accrued depreciation .............................................. 75
Total ...................................................................... $1,525
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Cost .................................................... ....................  1,500
Gain on sale ............................................................ $ 25
(3) The items would appear in the balance-sheet as follows:
(a) 28,000 kegs owned would appear under the 
fixed-asset section of the balance-sheet:
Kegs .................................................................... $140,000
Less—reserve for depreciation ....................  7,000 $133,000
(b) 10,000 kegs with customers would appear as a 
current liability as follows:
Reserve for returnable kegs ..........................  $ 50,000
Less—accounts receivable—kegs ..................  47,500 $ 2,500
(c) 3,000 kegs in the warehouse and shipping room,
filled with beer, and
(d) 15,000 kegs in the warehouse, new and returned
by customers, are all included in the inventory 
of kegs owned and are shown under (a) above.
No. 2.
The net assets of Co. A after deducting the goodwill and the in­
vestment of Co. B amount to:
Tangible a sse ts ....................................................  $3,764,513
Creditors .............................................................. 367,423
Net .....................................................   $3,397,090
The net assets of Co. B after deducting the investment of Co. A 
amount to:
Tangible assets .................................................... $2,264,718
Creditors .............................................................. 133,675
Net $2,131,043
As the question requires the amount to be paid to the minority 
stockholders for each share of Company B stock held, the above 
amounts may be reduced by the number of shares (100,000) of 
Company B stock outstanding. The use of the reduced amounts of 
$33.97 and $21.31 will simplify the solution.
Co. A owns (91,000 ÷  100,000) 91% of Co. B and
Co. B owns (5,373 ÷  40,000) 13.4325% of Co. A.
The value of each share of Co. B may be expressed as follows:
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B =  $21.31 +  .134325 ($33.97 +  .91B)
=  $21.31 +  $4.56 +  .1222B
B — .1222B =  $25.87 
.8778B =  $25.87
B =  $29.47, the amount to be paid, per share.
No. 3.
(a) Computation showing the number of tons that must be sold 
in order that the corporation may make 7% on its investment:
The amount of net income desired is:
7% ($500,000 +  $67,500) ...............................................................  $39,725.00
Federal income tax .............................................................................  6,332.97
Net income before federal income tax:
$39,725 ÷  (100.00% — 13.75%) 86.25% .................................... $46,057.97
State taxes .............................................................................................  2,170.27
Net income before state taxes:
$46,057.97 ÷  (100.00% — 4.5%) 95.5% ........................................ $48,228.24
Fixed charges .............................................................................................  43,000.00
Gross profit ...............................................................................................  $91,228.24
The gross profit per ton is $6.00 — $3.60, or ...................................... $ 2.40
The number of tons that must be sold is, therefore, $91,228.24 4-
$2.40, or ............................................. ...................................................  38,012 tons
(b) Computation showing the number of tons that must be sold 
in order that the corporation may make 8% on its investment:
The amount of net income desired is:
8% ($500,000 +  $67,500) ................................................................ $45,400.00
Federal income tax ...............................................................................  7,237.68
Net income before federal income tax:
$45,400.00 ÷  86.25% .........................................................................  $52,637.68
State taxes .............................................................................................  2,480.31
Net income before state taxes:
$52,637.68 ÷ 95.5% ...........................................................................  $55,117.99
Fixed charges.............................................................................................  43,000.00
Gross profit ...............................................................................................  $98,117.99
The number of tons that must be sold is, therefore, $98,117.99 ÷  
$2.40, or .................................................................................................  40,882 tons
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No. 6.
The following solution is based upon the assumption that the only 
asset turned in to the partnership was the patent (valued at $50,000) 
belonging to D. The machine shop belonging to B was not contrib­
uted—only its use was furnished. The advance of A was a loan—not 
a capital contribution. Hence, it will be seen in the following state­
ment that the net worth of the partnership at the time of its sale
for $500,000 was:
Capital contributed by D ........................................................ $ 50,000
Profits:
1st year ...................................................................................  $ 60,000
2nd year .................................................................................  80,000
3rd year ...................................................................................  120,000 260,000
T o ta l .....................................................................................  $310,000
Less drawings:
A ...............................................................................................  $ 50,000
B ...............................................................................................  60,000
C ...............................................................................................  50,000
D .......................................   20,000 180,000
Net worth of partnership a t time of sale ....................  $130,000
The resulting profit, therefore, was ($500,000 — $130,000) $370,000
As the profit-and-loss sharing ratio of the partners was one fourth 
each, the individual partners should be credited with (25% of $370,­
000) $92,500.
A, B, C, and D, P artners 
Statement of Disposition of Profits
Capital accounts
--------------------------- --------------------------- . Net
A B  C D worth
Opening capital ................  $ 50,000 $ 50,000
Profits:
First year ........................ $ 15,000 $ 15,000 $ 15,000 $ 15,000 $ 60,000
Second year ....................  20,000 20,000 20,000 20,000 80,000
Third year ......................  30,000 30,000 30,000 30,000 120,000
Total ............................ $ 65,000 $ 65,000 $ 65,000 $115,000 $310,000
Less withdrawals ..............  50,000 60,000 50,000 20,000 180,000
Balance at date of sale ..  $ 15,000 $ 5,000 $ 15,000 $ 95,000 $130,000
Profit on sale ....................  92,500 92,500 92,500 92,500 370,000
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Balance after sale, showing 
disposition of cash re­
ceived .............................. $107,500 $ 97,500 $107,500 $187,500 $500,000
No. 7.
In considering the treatment of this condition on the balance- 
sheet, three questions arise:
1. Should it appear on the balance-sheet?
2. In what amount should it appear?
3. Where should it appear?
1. Clearly, the outstanding tickets represent an obligation of the 
company to furnish certain services when presented at the various 
concessions. The only excuse for not mentioning them on the balance- 
sheet would be the possibility of their not being presented or the fact 
that their total amount was insignificant in comparison with net 
income and net assets.
2. In order to ascertain the amount, the auditor should review the 
past experience in receiving tickets sold in the preceding year, for 
if it is decided to show this matter on the balance-sheet the figure 
used should be an estimate of the tickets expected to be redeemed 
rather than the total amount of tickets outstanding.
3. The amount determined should then be shown as a deferred 
income item, apart from the current liabilities. In as much as the 
tickets are not redeemable in cash and only in services, it is permis­
sible and advisable to show this amount as deferred income, much as 
a publishing company would show unearned magazine subscription 
income, etc.
No. 8.
(1) Let x =  amount of loan. 
i =  interest rate.
n =  number of payments required to pay loan to balance 
of approximately .5x.
Since the principal payments are to be equal to the interest pay­
ments, if we regard the balance of principal at any interest date as 1, 
the payment on principal will be equal to i, and the balance of prin­
cipal remaining will be (1 — i ) . Thus the balance of the loan after 
the first payment will be x (l — i), and after the second payment 
x (l — i) (1 — i), or x (l — i)2. Similarly, the balance after the nth 
payment will be x (l — i)n; accordingly, the formula may be ex­
pressed as follows:
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Or x (1—i)n= .5x 
( 1—i)n= .5
This formula may be solved for n by the use of logarithms; that is,
n= Log .5 
Log (1—i)
(2) I t would not be possible to pay off the loan by such payments 
(unless the rate of interest were 100%), because the payments would 
always be a percentage of the balance, and there would always be an 
unpaid percentage of the balance remaining.
AMERICAN INSTITUTE OF ACCOUNTANTS
EXAMINATION OF NOVEMBER, 1936
Auditing, November, 1936
No. 1.
(a) If the market should rise to $1.25 per bushel.
1. A footnote may be appended to the balance-sheet to the
effect that “A commitment to purchase 100,000 bu. of 
wheat for delivery between July 1st and December 
31st has been made at a cost of $1.05 per bu.; the 
market price on (balance-sheet date) was $1.25 per 
bu.”
2. An alternative method would be to show on the asset
side of the balance-sheet:
Purchase commitment—100,000 bu. of wheat
(market price $125,000) a t c o s t ......................  $105,000
And on the liability side:
Liability on grain contract, per contra ..............  105,000
On the basis of the principle of valuing at cost or market, 
whichever is lower, the increase over cost should not be re­
flected in the accounts, but may be disclosed in some such 
manner as above.
(b) If the market should fall to $.85 per bu.
1. A footnote may be appended to the balance-sheet to the
effect that “A commitment to purchase 100,000 bu. of 
wheat for delivery between July 1st and December 
31st has been made at a cost of $1.05 per bu.; the 
market price on (balance-sheet date) was $.85 per 
bu.” If a footnote is used a qualification should be 
made in the certificate.
2. An alternative method would be to show on the asset
side of the balance-sheet:
Purchase commitment—100,000 bu. of wheat
(cost $105,000) market value ........................  $ 85,000
And on the liability side:
Liability on grain contract, per contra ............  105,000
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The decline of $20,000 should be charged against the profits 
(surplus) or shown as a deduction from surplus as a re­
serve for decline in value of grain contract.
No. 2.
In general, the following exceptions may be given:
1. When authority is granted by the client.
2. Where, by withholding information discovered in an audit, the ac­
countant would be compounding a felony.
3. The accountant is not obligated to hold secret facts which to him con­
stitute knowledge of a fraud.
However, the answer to this question may vary in the several 
states, depending upon the laws of the state governing the prac­
tice of accounting. Some of the states have statutes which pro­
vide that the accountant may not be compelled to give informa­
tion of a confidential nature.
No. 3.
Under this method the merchandise is inventoried at retail selling 
prices, and is then reduced to approximate cost or market, whichever 
is lower, by the application of a rate. This rate is determined by 
keeping a continuous record of the cost and expected selling prices 
of the purchases. Due effect is given, in this record, of any increases 
or decreases in the expected selling prices of any unsold goods on 
hand at the time such increases or decreases are made. At any given 
date, there is available:
(a) Under this method the merchandise is inventoried at retail 
selling prices, and is then reduced to approximate cost or market, 
whichever is lower, by the application of the rate of gross profit. 
This rate is determined by keeping a record of the cost and expected 
selling prices of the goods on hand at the beginning of the period, 
and of the purchases during the period. Due effect must be given to 
any increases or decreases in the expected (original) selling prices 
of any unsold goods on hand at the time such changes are made.
This method of retailing is common to department stores, who 
keep a record such as described above, by departments, or by classes 
of merchandise.
(b) The advantages of the retail method of inventorying may be 
listed as follows:
1. The operation of a perpetual book inventory by departments (or 
smaller units) enables the merchandise manager, or other officials,
to readily ascertain the sales, gross profit, rate of gross profit in­
ventory, and inventory turnover by departments.
2. The ease with which a physical inventory may be taken and checked.
Cost prices need not be listed on the price tags, as the unit number, 
quantity, and latest selling price is all tha t is necessary.
3. The facility with which the internal auditing staff may take the
physical inventory and check it against the book inventory of each 
department. Continuous and unannounced audits of inventories 
are practicable, because of the departmentalization of the perpetual 
inventory.
4. Balance-sheets and profit-and-loss statements may be prepared when­
ever desirable, because book inventories which have been audited 
and adjusted, are available a t any date.
5. Insurance requirements are known, and any claims against insurance
companies may be easily prepared and substantiated.
(c) Regulations 94, article 22 (c)—8 permits the use of the retail 
method of inventorying by retail merchants. If it can be shown that 
the perpetual book inventory has been regularly checked, tested and 
kept in agreement with the physical inventory, it may not be neces­
sary to take an actual physical inventory at the end of the fiscal 
year. If the internal auditing is not adequate to satisfy the require­
ments of the Commissioner of Internal Revenue, some time and cost 
may be saved under this method, which does not require costing of 
units on hand, in ascertaining whether the market is lower than cost.
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No. 4.
A cash audit is generally understood to require an examination 
which will enable the auditor to answer the following questions:
(a) Has there been proper accounting for the cash receipts? In
most cases this means merely—Have all recorded receipts 
been deposited or otherwise properly applied to the 
client’s uses, without any misappropriations? In other 
cases it may mean—Has all cash which should have been 
received actually been received? Obviously, this is a 
much more inclusive question, and can scarcely be an­
swered without a more comprehensive audit of assets, 
liabilities, and operations than is usually regarded as 
within the scope of a cash audit.
(b) Were all cash disbursements proper, duly authorized, and
correctly recorded?
(c) Is the cash balance shown by the books actually on hand
or in bank?
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Cash audits may be made for the following purposes:
(a) To establish the integrity of those handling the cash.
(b) To determine the amount of a defalcation.
(c) To determine and classify the sources of cash and the dis­
positions made of it.
Cash audits are subject to the following limitations:
(a) No verification is made of assets other than cash, nor of
liabilities, nor of the record of operations; therefore,
(b) the report cannot properly contain a balance-sheet or a
statement of profit and loss. Such a report is of limited 
usefulness.
(c) Since a thorough verification of cash receipts requires col­
lateral verification of the other assets, of liabilities, and 
of operations, to determine that the cash which should 
have been received has in fact been received, a limitation 
of the scope of the audit to cash matters only tends to 
defeat the purpose of the audit.
No. 5.
Town expenditures:
(a) The statutes, town charter, and ordinances should be re­
ferred to to determine the authority for making the ex­
penditures and appropriating funds legal. Particular note 
should be made of what officers or committees are vested 
by law or ordinances to approve expenditures.
(b) The original vouchers should be checked for authority,
goods received, or services rendered, quantities, prices, 
and extensions.
(c) Ascertain that funds have been appropriated for the par­
ticular purpose for which payment was made. If any 
transfers were made from one fund to another, the au­
thorization for such transfers should be checked.
Library expenditures:
(a) Determine if any restrictions imposed upon the expenditure
from private funds have not been violated.
(b) If the library has received any public funds, ascertain that
these funds were spent in accordance with the budget 
appropriations of both the town and library.
(c) All expenditures should be properly authorized by the des­
ignated officer, committee, or governing board of the 
library.
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(d) The original vouchers supporting payments from funds 
should be checked for authority, receipt of goods or serv­
ices, quantities, prices, and extensions.
No. 6.
(a) A list of all the customers’ balances unpaid at the balance-
sheet date should be prepared showing the following:
1. Name of customer.
2. Unpaid balance at balance-sheet date.
3. Credit balances.
4. Aging according to date of shipment or terms.
5. Past due or delinquent accounts.
6. Collections since balance-sheet date.
7. Remarks covering such points as will aid the auditor to de­
termine the adequacy of the reserve for uncollectible accounts 
or any other points which require special consideration.
(b) The total in column 2 minus the credit balances in column 3
should agree with the controlling accounts in the general 
ledger.
(c) All of the customers’ accounts (if permitted by the client)
should be circularized for confirmation by the auditor him­
self. These requests, with a stamped envelope addressed to 
the auditor’s office, should be mailed in envelopes bearing 
the corner card of the auditor so that if not delivered they 
will be returned to him.
(d) The schedule of balances should be discussed in detail with
the credit department or an officer of the company to de­
termine the adequacy of the reserve for bad and doubtful 
accounts.
(e) The policies controlling cash discounts, trade discounts, terms,
freight, and advertising allowances should be ascertained to 
learn whether reserves or adjustments of any of these items 
should be set up.
(f) Analysis should be made of the accounts in order to eliminate
all those which did not arise during the ordinary course of 
business as a result of sales of merchandise.
(g) The accounts with stockholders, directors, officers, employees,
and affiliated companies should be segregated and shown 
separately on the balance-sheet.
(h) Any goods on consignment which are being carried as accounts
receivable should be eliminated from both the accounts re-
ceivable and from sales and set up as inventory at cost or 
market whichever is lower.
(i) In the analysis of the accounts, any maturing beyond the cur­
rent period (generally one year) should be set out sep­
arately and shown below the current assets in the balance- 
sheet.
(j) Any accounts which are sold or hypothecated should also be
indicated.
(k) The security pledged as collateral against any of the accounts
should be examined and listed.
The above procedure would cover a moderate-sized merchan­
dising concern which had no unusual transactions. The pro­
gram would vary with the size of the business, and the 
system of internal check in use.
No. 7.
(a) Sales records may be falsified as follows:
1. Fictitious sales or amounts of sales may be recorded in
the sales books.
2. The sales register may be held open at the end of an
accounting period and the sales of the subsequent 
period recorded therein.
3. Goods out on consignment or approval may be recorded
as sales.
4. Footings in the sales register may be incorrectly stated,
or posted to the general ledger.
5. Return sales, allowances, discounts, etc., may not be
recorded.
(b) The first step to be taken in order to detect any falsification
of the sales register would be to survey the system of 
internal check. Then the following should be done:
1. Account for all of the duplicate sales invoices for the
period.
2. Compare the entries in the sales register with the cus­
tomers’ orders, with the duplicate sales invoices, and 
with the shipping records, especially noting the in­
voice prices, and quantities.
3. Test the extensions on the duplicate invoices.
4. Examine the credit memoranda issued after the close of
the period. This examination may disclose large cred­
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its for the purpose of clearing out of the accounts re­
ceivable charges resulting from fictitious sales entries 
in the period under review.
5. The record of shipments after the close of the period
should be traced into the sales register to ascertain 
whether or not the sales register had been held open.
6. Inspection of sales invoices may disclose, from the terms
thereof, the existence of consignments which may have 
been taken up as sales. Upon questioning, employees 
may divulge the existence of consignments which have 
been recorded as sales.
7. If confirmations of the balances are solicited from cus­
tomers, exceptions reported by the debtors may be 
traceable to the falsification of sales.
8. Footings of the sales registers should be verified, and a
substantial number of postings to customers’ accounts 
checked. Postings to the control accounts in the gen­
eral ledger should also be checked, with especial at­
tention being paid to any postings in the control ac­
counts which did not originate in the sales registers, 
and cash records.
9. A substantial number of return sales, allowances, dis­
counts, etc., should be checked for approval, and, in 
the case of returned sales, traced to the stock records.
No. 8.
(a) The rates of taxes on payrolls to be imposed under the fed­
eral social-security act for the years 1936 and 1937 are as 
follows:
Under title IX
(unemployment insurance) Under title V III
on employers of eight or more (old-age benefits)
1936:
Employers.......... 1% of total compensation None
Employees.......... None None
1937:
Employers.......... 2% of total compensation 1% of compensation up to
$3,000 for each employee
Employees..........  None 1% of compensation up to
$3,000
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Credit is allowed to employers whose state has an unemploy­
ment insurance law which has been approved by the fed­
eral social-security board and upon submission of proof of 
payment to the state, up to 90% of his contribution to the 
state fund.
(b) The taxes on employers may be deducted by the employers in
their federal income-tax returns; the employees have no 
allowable deduction in their income-tax return for federal 
social-security taxes.
(c) Under title IX, every employer must file a return for each cal­
endar year, beginning with the calendar year 1936. The 
return must be filed not later than the following January 
31st, with the collector of internal revenue in which district 
is located the employer’s principal place of business; if the 
employer has no principal place of business within the 
United States, the return must be filed with the collector of 
internal revenue at Baltimore, Maryland. The tax may be 
paid in full at the time of filing the return, or the taxpayer 
(employer) may elect to pay on the instalment basis. If 
payment is made on the instalment basis, one quarter of 
the full amount of the tax must be paid at the time of filing 
the return, and the remainder must be paid in three equal 
instalments, on or before the last day of the third, sixth, 
and ninth months succeeding. The tax is payable to the 
collector of internal revenue.
Under title VIII, every employer must file a return for each 
month, beginning with the month of January, 1937, and the 
return must be filed not later than the last day of the 
month following. The return must be filed with the collec­
tor of internal revenue for the district in which is located 
the employer’s principal place of business, or with the col­
lector of internal revenue at Baltimore, Maryland, if the 
employer has no principal place of business in the United 
States. The amount of the taxes for both the employer and 
employee under title VIII must accompany the return, and 
are payable to the collector of internal revenue.
The question does not apparently require an answer with re­
spect to information returns which must be filed under the 
federal social-security act.
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No. 9.
(a) The credits to profit and loss for the dividends received by
Corporation X  during the year 1936 are proper. 
Corporation B had entered into a contract of sale with a for­
feiture clause, and in as much as Corporation Y defaulted 
in its payments, the amounts received by Corporation R 
under this contract were forfeit. Thus, Corporation B was 
in the same position as it was before, in so far as its assets 
were concerned, and had, in addition, the $100,000 received 
from Corporation Y. Corporation B had no liability to Cor­
poration Y for this amount, and so the entire $100,000 was 
income to the former company. The dividends declared and 
paid were, consequently, from income, and Corporation X 
correctly took them up as income.
(b) Any dividends which Corporation X  receives during the year
1937 should be credited to its account representing its in­
vestment in the stock of Corporation B, or to a reserve 
account.
Such dividends would be liquidating dividends if Corporation 
Y completes its new contract and takes title to and posses­
sion of the assets. This should be assumed until such time 
as Corporation Y may default in and forfeit its payments; 
if forfeiture should occur, the moneys received would be 
income, and the dividends declared would thus come from 
income, as in (a) above.
No. 10.
As the detailed stock records control the flow of merchandise in 
and out, such records should not be kept in either the receiving or 
shipping departments. Further, as the general ledger carries accounts 
controlling the detailed stock records, both should be kept by sep­
arate persons, and, if possible, in separate departments.
The detailed stock records should show, among other things:
Unit number 
Quantities and amounts:
Received
Disbursed
Unit prices
Physical inventories, by departments, or sections, should be taken 
continuously and checked against the detailed stock records, to de­
termine any discrepancies or errors. Adjustments should be made, in
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the stock records and in the general ledger control, for any changes 
which are noted in such checking. Sales should be costed in order to 
ascertain the cost of goods sold, and the cost of goods on hand at any 
given time.
Knowing the cost of goods sold, and the value of the inventory on 
hand, the accounting department can prepare balance-sheets and 
operating statements without the need for the taking of a physical 
inventory. In addition, the merchandise manager, or operations man­
ager, can regulate his purchases, or production needs in accordance 
with the amount of the inventories which may be known at any time. 
Insurance requirements may be ascertained, and insurance claims 
more readily sustained because of keeping satisfactory stock records.
With a detailed stock record carrying information showing the 
quantity of each unit sold during the period and the cost of such 
units, the total cost of the goods sold may be readily obtained. 
Where such detailed stock records are not kept, each individual sales 
invoice may be costed, and then totaled for a period. In other cases, 
a rate applied to selling prices, such as in the retail method of in­
ventorying, may be used.
No. 11.
(a) The advantages of such a policy are:
1. All of the information considered essential by the pur­
chaser will be provided for on the invoice form, and 
so if the invoice is properly filled in by the supplier 
the necessity of requests on the part of the purchaser 
for additional information will be obviated.
2. Because of uniformity in the invoices, the routine verifi­
cations by the purchasing department will be facili­
tated.
3. All invoices will be of uniform size and thus more easily
filed.
The disadvantages of such a policy are:
1. Considerable resistance may be encountered in obtaining
compliance on the part of suppliers with a billing pro­
cedure which will disrupt their internal accounting 
routine.
2. Suppliers may neglect to fill in all of the requisite in­
formation, which will nullify the advantage of pro­
viding therefor in the invoice form.
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3. Expense is entailed on the part of the purchaser in print­
ing the forms and furnishing all of its suppliers with 
them.
4. Falsification of suppliers’ invoices may be more readily
accomplished by the purchaser’s own personnel when 
a uniform invoice, not unalterably identified with the 
supplier through the printed form, is used. Detection 
of such falsifications would be difficult.
(b) This policy facilitates the work of the outside auditor in
checking the data on invoices to accounting records. How­
ever, it has a distinct disadvantage in that the invoices are 
not on the suppliers’ own stationery and thus the outside 
auditor cannot be assured of their validity.
(c) The advantages of the simplified invoice form are:
1. Misunderstandings and the consequent necessity of ex­
planatory correspondence are reduced to a minimum 
by the standardization of information furnished on the 
invoice.
2. Uniformity of size facilitates filing.
3. All of the information pertaining to goods or services
represented by the invoice is contained in the invoice 
itself.
4. Verifications by the purchasing department are facili­
tated because of the uniformity of information and 
its presentation.
The disadvantage of the simplified invoice form is that the 
form may not fit the particular requirements of the buyer 
and seller, either in the primary information required there­
by or in the office routine of proving and checking ship­
ments, computations, etc.
The outstanding characteristic of the simplified invoice form 
is that all of the essential information with respect to the 
goods represented thereby is shown on the face of the 
invoice.
The use of this form may help the outside auditor by elim­
inating or reducing the necessity of referring to supporting 
documents because all of the important information is 
shown on the invoice.
Accounting Theory and Practice, Part 
No. 1.
Adjusting Journal Entries 
(1)
A. Arthurs—capital account ..........................................
Stratford Terrace:
Accrued interest—First mortgage ..................
Accrued interest—Second mortgage ..............
Munroe Building:
Accrued interest—First mortgage ..................
Accrued interest—Second mortgage ..............
To record the accrued interest on the mortgages 
as a t December 31, 1935, as shown below. (The 
charge is made to the capital accounts in as much 
as there was no accrual a t December 31, 1934, and 
the amount paid during the year as interest on 
the mortgages is the correct charge for the year.) 
Stratford Terrace:
First mortgage:
Interest since August 1st on 
$200,000 at 5% per annum ..  $ 4,166.67
Second mortgage:
Interest since October 1st on
$90,000 at 6% per annum . . .  1,350.00
Munroe Building:
First mortgage:
Interest since August 1st on 
$750,000 at 5% per annum ..  15,625.00
Second mortgage:
Interest since November 1st on
$450,000 at 6% per annum ..  4,500.00
T o ta l ................................................ $25,641.67
(2)
Stratford Terrace—depreciation ..................................
Stratford Terrace:
Reserve for depreciation ....................................
To provide for depreciation on the building for 
the year 1935. (2% of $300,000.)
(3)
Munroe Building—depreciation ....................................
Munroe Building:
Reserve for depreciation ....................................
To provide for depreciation on the building for 
the year 1935. (2% of $1,200,000.)
I, November, 1936
$ 25,641.67
$ 4,166.67 
1,350.00
15,625.00
4,500.00
6,000.00
6,000.00
$ 24,000.00
$ 24,000.00
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(4)
Depreciation—office fu rn itu re ........................................ 136.00
Reserve for depreciation—office furniture ..........
To provide for depreciation on the office furni­
ture for the year 1935. (10% of $1,360.)
136.00
(5)
Stratford Terrace:
Interest—First mortgage ........................................
Interest—Second mortgage ....................................
Unamortized expenses—First mortgage ..........
Unamortized expenses—Second mortgage . . . .
To write off that portion of the unamortized ex­
penses of the mortgages on the Stratford Terrace 
property for the year 1935 as shown below:
3,600.00
3,060.00
3,600.00
3,060.00
Unamortized Frac­
tionMortgage Expenses Amount
First ............... . . .  $11,100.00 12/37 $ 3,600.00
Second .......... 9,945.00 12/39 3,060.00
(6)
Munroe Building:
Interest—First mortgage ........................................
Interest—Second mortgage ....................................
Unamortized expenses—First mortgage ..........
Unamortized expenses—Second mortgage . . . .
To write off that portion of the unamortized ex­
penses of the mortgages on the Munroe Building 
property for the year 1935, as shown below:
10,500.00
12,000.00
10,500.00
12,000.00
Unamortized
Mortgage Expenses
First ....................  $53,375.00
Second ................  28,000.00
Frac­
tion
12/61
12/28
Amount
$10,500.00
12,000.00
(7)
Stratford Terrace—Rents receivable ..........................
Stratford Terrace—Rent income ..........................
To record the rent billings for the ten months 
from March 1, 1935, to December 31, 1935, due 
from the lessees of the Stratford Terrace apart­
ments.
(8)
Monroe Building—Rents receivable ............................
Munroe Building—Rent income ..........................
To record the rent billings for the ten months 
from March 1, 1935, to December 31, 1935, due 
from the lessees of the Munroe Building.
128,500.00
128,500.00
$230,000.00
$230,000.00
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The problem states tha t the monthly statements 
of rents billed and collected, operating expenses, 
taxes, interest, and other payments were not 
recorded on the books, but that only the cash 
received from the agent was entered. This cash, 
when deposited, was apparently credited to the 
capital account of A. Arthurs. Hence, the ad­
justment to spread the operating accounts of the 
agent (as shown by his monthly statements) 
should be made against the capital account of A. 
Arthurs.
(9)
Stratford Terrace:
Operating expenses ..................................................
Interest paid:
First mortgage ......................................................
Second mortgage ..................................................
Taxes paid ...............................................................
John Smith, agent ..............................................
To credit John Smith, the agent, with the ex­
penses paid by him for the account of Stratford 
Terrace, per his monthly statements.
(10)
John Smith, agent ..........................................................
Stratford Terrace—Rents receivable ..................
To charge John Smith, the agent, with the 
amount of rents collected for the account of 
Stratford Terrace, per his monthly statements.
(11)
Munroe Building:
Operating expenses ..................................................
Interest paid:
First mortgage ......................................................
Second mortgage ................................................
Taxes paid ...............................................................
John Smith, agent ..............................................
To credit John Smith, the agent, with the ex­
penses paid by him for the account of the Munroe 
Building, per his monthly statements.
(12)
John Smith, agent ..........................................................
Munroe Building—Rents receivable ....................
To charge John Smith, the agent, with the amount 
of rents collected for the account of the Munroe 
Building, per his monthly statements.
58,000.00
10,000.00
5,400.00
5,160.00
78,560.00
124,070.00
124,070.00
99,810.00
27,500.00
27,000.00
28,000.00
182,310.00
$228,000.00
$228,000.00
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(13)
Stratford Terrace—Second mortgage ..........................  14,440.00
Munroe Building—Second m ortgage............................  72,200.00
John Smith, agent ..................................................
To record amount paid on second mortgages, per
86,640.00
agreement.
Receipts, per agent’s report:
Stratford T e rrace ............................ $45,510.00
Munroe B u ild ing ............................  45,690.00
Total ............................................ $91,200.00
Less—5% paid to A. Arthurs . . . .  4,560.00
Balance ............................................ $86,640.00
“Applied pro rata to reduce sec­
ond mortgage”
Second Frac­
tionMortgage Amount
Stratford . . . . .  $ 90,000.00 1/6 $14,440.00
Munroe ___ ..  450,000.00 5/6 72,200.00
Total ---- .. $540,000.00 6/6 $86,640.00
(14)
Profit and loss .................................................................. 40,000.00
A. Arthurs, capital account ..................................
To transfer profit for the year.
(15)
A. Arthurs, capital account ............................................ 22,551.00
A. Arthurs, personal acco u n t................................
To transfer the personal account to the capital 
account.
40,000.00
22,551.00
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A. Arthurs
Relative Income Statement for the
Rent income ..............................................
Deduct expenses of operation:
Operating expenses ............................
Depreciation ..........................................
Taxes paid ............................................
Interest—First mortgage ....................
Interest—Second mortgage ................
Total ..................................................
Gross profit on operations ....................
Deduct other expenses:
Salaries paid ..........................................
Legal expenses ......................................
Office rent ..............................................
Office expenses ......................................
Uncollectible rents written off ..........
Depreciation—Office furniture ..........
Total other expenses........................
Net profit before other incom e..........
Add other income:
Commission on insurance premiums
Interest received on bonds ..............
Dividends received on s to ck s ..............
Interest received net of interest paid
Total other incom e..........................
Net profit ..................................................
Year Ended December 31, 1935
Stratford Munroe
Terrace Building Together
$139,700.00 $258,750.00 $398,450.00
$ 58,102.00 $100,055.00 $158,157.00
6,000.00 24,000.00 30,000.00
5,160.00 28,000.00 33,160.00
13,600.00 48,000.00 61,600.00
8,460.00 39,000.00 47,460.00
$ 91,322.00 $239,055.00 $330,377.00
$ 48,378.00 $ 19,695.00 $ 68,073.00
$ 25,412.00 
2,600.00 
1,000.00 
2,465.00 
950.00 
136.00
32,563.00
$ 35,510.00
$ 350.00
1,789.00 
2,330.00 
21.00
4,490.00
$ 40,000.00
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No. 2.
In order to prepare statements showing the conversion rates used, 
it would be advisable to set up schedules of conversion of such items 
as (1) fixed assets, (2) inventories, and (3) surplus.
Schedule 1a
T h e  E nglish Company 
Schedule of Cost of Fixtures and Equipment 
November 30, 1935
Date of Purchase
Pounds
(£)
Conversion
Rate
Dollars
December 1, 1934 ............................................ £ 2,400 4.92 $ 11,808
June 16, 1935 .................................................... 1,000 4.96 4,960
August 8, 1935 .................................................. 400 4.95 1,980
Totals .......................................................... £ 3,800 $ 18,748
The depreciation charge for the year, amounting to £380, may be 
converted into (1/10 $18,748) $1,875.
Schedule 1b
T h e  F rench Company 
Schedule of Cost of Fixtures and Equipment
November 30, 1935
Date of Purchase
Francs
(Fcs.)
Conversion
Rate
Dollars
($)
December 1, 1934 ...................... ................  10,200 Fcs. 6.6 $ 673
June 16, 1935 ................................................ 5,000 6.0 300
August 8, 1935 ............................................ 2,520 6.0 151
Totals .................................... ................  17,720 Fcs. $ 1,124
The depreciation charge for the year, amounting to 1,772 fcs., may 
be converted into (1/10 of $1,124) $112.
It will be noted that the current rates of exchange on, or closest to, 
the various dates of acquisition of the properties are used in the 
above schedules.
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T he E nglish Company Schedule 2a
Schedule of Inventory
November 30, 1935
Pounds
(£)
Dollars
($)
Cost to The Parent Corporation of merchandise sold
to The English Company and remaining in the in­
ventory at November 30, 1935 ...................................... $119,736
Profit included in above (25%) ........................................ 29,934
Purchased from parent corporation at billing prices £ 32,106 $149,670
Purchased locally (converted at the current rate of
exchange at December 1, 1935—5.02) .......................... 5,218 26,194
Inventory November 30, 1935 .................................... £ 37,324 $175,864
T h e  F rench Company Schedule 2b
Schedule of Inventory 
November 30, 1935
Francs Dollars
(Fcs.) (£)
Cost to The Parent Corporation of merchandise sold 
to The French Company and remaining in the inven-
tory at November 30, 1935 ............................................
Profit included in above (25%) ........................................
$ 1,361
340
Purchased from parent corporation at billing prices 28,546 Fcs. $ 1,701
Purchased locally (converted at the current rate of ex­
change, December 1, 1935—6.2) .................................. 11,824 733
Inventory November 30, 1935 .................................. 40,370 Fcs. $ 2,434
Th e  F rench Company Schedule 2c
Intercompany Profits in Inventories December 31, 1935
The The
English French
Company Company Together
Purchased from parent corporation at billing
prices:
Prior to November 30, 1935 ...................... $149,670 $ 1,701 $151,371
Month of December, 1935 ............................ 13,026 8,902 21,928
$162,696 $ 10,603 $173,299
Intercompany profit (20% of billing prices) $ 32,539 $ 2,121 $ 34,660
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Schedule 3a
T h e  E nglish Company 
Schedule of Surplus 
November 30, 1935
Profit from operations (average rate) . . .
Pounds Conversion
Rate
4.97
Dollars
(?)
$ 89,023. £
(£)
17,912
Deduct:
D epreciation.............................................. . £ 380 Schedule la $ 1,875
Dividends paid ........................................ 2,000 Per parent 9,880
Dividends payable January 15, 1936 . 2,000 5.02 10,040
Total deductions ................................ . £ 4,380 $ 21,795
Balance, November 30, 1935 .................. . £ 13,532 $ 67,228
Schedule 3b
T h e  F rench Company 
Schedule of Deficit 
November 30, 1935
Francs Conversion Dollars
(Fcs.) Rate ($)
Loss from operations (average rate) ___ 7,786 Fcs. 6.2 $ 483
Depreciation .................................................. 1,772 Schedule 1b 112
Deficit balance, November 30, 1935 . . . .  9,558 Fcs. $ 595
The next step in solving this problem is to prepare the statements 
of conversion.
Schedule 4a
T h e  E nglish Company 
Statement of Conversion 
November 30, 1935
Assets
Pounds
(£)
Conversion
Rate
Dollars
($)
Cash ................................................ .............. £ 15,013 5.02 $ 75,365
Accounts receivable ...................... ..............  17,927 5.02 89,994
Inventories ...................................... ..............  37,324 Schedule 2a 175,864
Fixtures and equipment .............. ..............  3,800 Schedule la 18,748
Deferred charges .......................... ..............  838 5.02 4,207
Totals ...................................... ..............  £ 74,902 $364,178
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Liabilities and Net Worth
Accounts payable ......................
Dividends payable ....................
Due to parent corporation . . .
Capital stock ..............................
Surplus ........................................
Exchange fluctuation ................
Totals ..................................
£ 21,107 5.02 $105,957
2,000 5.02 10,040
18,263 Per parent 90,875
20,000 Per parent 98,400
13,532 Schedule 3a 67,228
8,322*
£ 74,902 $364,178
Schedule 4b
T he F rench Company
Statement of Conversion
November 30, 1935
Assets
Cash ..................................
Francs
(Fcs.)
........................  12,008 Fcs.
Conversion
Rate
6.2
Dollars
($)
$ 745
Accounts receivable........ 28,695 6.2 1,779
Inventories ...................... 40,370 Schedule 2b 2,434
Fixtures and equipment 17,720 Schedule 1b 1,124
Deferred charges ............ 1,026 6.2 64
Totals ................................................
Liabilities and Net Worth
Accounts payable ....................................
Due to parent corporation ....................
Capital stock ............................................
Surplus (deficit)* ....................................
Exchange fluctuation ..............................
Totals ................................................
99,819 Fcs. $ 6,146
42,767 F cs. 6.2 $ 2,652
16,610 Per parent 998
50,000 Per parent 3,300
9,558* Schedule 3b 595*
209*
99,819 Fcs. $ 6,146
* Red.
T h e  E nglish Company:
(1)
Inventories ........................................................................
Due to parent corporation ....................................
To record purchases during the month of Decem­
ber, a t billing prices.
(2)
Due to parent corporation ............................................
Cash ............................................................................
To record cash paid to parent corporation in De­
cember.
Debit Credit
$ 13,026
$ 13,026
25,120
25,120
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T h e  F rench Company:
(3)
Inventories ........................................................................
Cash ...................................................................................
Due to parent corporation ....................................
To record cash received, and purchases at billing 
price, from parent corporation in Dec.
(4)
Surplus ..............................................................................
Inventories ................................................................
Intercompany profit per schedule 2c.
(5)
Due to parent corporation ............................................
Advances to English company ..............................
Advances to French company ................................
To eliminate intercompany accounts.
(6)
Capital stock—English company ................................
Capital stock—French company ..................................
Investment in stock of English company ..........
Investment in stock of French company ..........
To eliminate investment in subsidiaries.
(7)
Dividend payable ............................................................
Surplus ........................................................................
To write back English company dividend to sur­
plus.
(8)
Capital assets ...................................................................
Furniture and fixtures ............................................
To group.
(9)
Surplus ...............................................................................
Reserve for exchange ..............................................
To take up loss on exchange conversion.
Debit
$ 8,902
5,000
34,660
93,681
98,400
3,300
10,040
19,872
8,531
T h e  P arent Company and Subsidiaries 
Consolidated Balance-sheet—December 31, 1935
Current assets:
Cash ...................................................................................  $ 297,006
Accounts receivable ........................................................ 405,622
Inventories .......................................................................  892,181
Total current assets ....................................................
Deferred charges .................................................................
Capital assets, less reserves ...............................................
Total a sse ts ...................................................................
Credit
$ 13,902
34,660
78,781
14,900
98,400
3,300
10,040
19,872
8,531
$1,594,809
24,132
926,314
$2,545,255
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Liabilities and Net Worth
Accounts payable ................................................................ $ 487,023
Net worth:
Capital stock (15,000 shares of $100 each) ..............  $1,500,000
S u rp lu s ...............................................................................  558,232
Total net w o r th ............................................................ 2,058,232
Total liabilities and net worth ............................  $2,545,255
No. 3.
I t will be noted that the problem requires the candidate to “avoid 
bringing up questions of detail” and to confine himself to matters of 
general importance. Further, that the solution should be divided to 
show what matters he would look up in his office in the short time 
available before the meeting, and to show what notes he would use 
in the meeting.
(1) Matters to look up in the office:
Any other similar cases in the files.
What points are discussed in books or articles on the sub­
ject?
Federal income-tax regulations relating to farming, includ­
ing a study of the required forms to be filed, and deci­
sions covering the deductions of farm losses in tax re­
turns of individuals.
Tax laws of the state in which the farm is located, includ­
ing corporation, real estate, personal property, income, 
inheritance, etc.
(2) Notes for the conference:
Examine the purchase contract.
Ascertain the effective date on which the client becomes 
the “owner.”
Is the present owner keeping a complete set of accounts? 
If so, what do they cover?
Has an inventory been taken as of the effective date?
Has the purchase price of $250,000 been allocated in the
contract to inventories, land, buildings, equipment, and 
other assets?
What liabilities, if any, have been assumed? Any liens?
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What is to be the nature of the operations:
Breeding? Meat?
Dairy? Exhibition?
Are crops for feed to be raised on the farm, or are they to 
be purchased? If grown, will any be sold?
Is the farm to be operated for profit, or as a hobby?
What other income has the client? Is he reporting his in­
come on the cash or accrual basis?
Discuss the advantages and disadvantages of incorporation 
from the standpoint of taxes to the owner and to the 
corporation, and in a general way, cover such points as 
limited liability, additional capital, etc.
How is the farm to be managed?
What information does the client particularly desire? 
Discuss the value of statistics.
What information has the past owner obtained?
No. 4.
(a) Schedule of working capital:
Current assets:
Cash ......................................................
Accounts receivable ..........................
Inventories ..........................................
Totals ............................................
Current liabilities:
Notes payable to banks ....................
Trade accounts payable ..................
Accrued expenses—payrolls, etc. .. 
Federal income tax payable ..........
Totals ............................................
Net working capital ............................
January 1 December 31
Increase
Decrease*
$ 7,928.15 
11,926.28 
107,434.69
$ 4,720.68 
14,030.00 
128,749.71
$ 3,207.47* 
2,103.72 
21,315.02
$127,289.12 $147,500.39 $ 20,211.27
$ 14,000.00 
3,425.29 
2,166.48 
2,503.33
$ 30,000.00 
4,366.91 
2,445.20 
2,874.55
$ 16,000.00 
941.62 
278.72 
371.22
$ 22,095.10 $ 39,686.66 $ 17,591.56
$105,194.02 $107,813.73 $ 2,619.71
(b) Statement of application of funds: 
Funds provided:
By operations:
Net profit per books, after federal 
income taxes ($2,874.55) .......... $ 17,835.03
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Add back nonfund items:
Depreciation for the year . . . .  $ 8,659.24
Loss on sale of auto­
mobile:
Cost ..........................  $677.75
Depreciation accu­
mulated ..............  519.61
Book value ..........  $158.14
Amount received .. 110.00 48.14
Loss on investment in Every­
where Export Corporation ..
By sale of automobile ......................
Total funds p ro v id ed ................
Funds applied:
To purchase of fixed assets:
Plant and equipment ....................
Automobile ......................................
Other equipment ............................
To advances to em ployees................
To increase in deferred charges . .. 
To payment of additional federal in­
come taxes ......................................
To reduce mortgage bonds ..............
To payment of dividends ..............
To increase in working capital . . . .
Total funds applied ......................
353.63 $ 9,061.01 $ 26,896.04
110.00
$ 27,006.04
$ 9,267.37 
641.32 
133.50
--------------- $ 10,042.19
201.61
129.40
13.13
9,000.00
5,000.00
2,619.71
$ 27,006.04
(c) While the schedule of working capital (a) reflects the changes 
in the current assets and current liabilities, and the resulting increase 
or decrease in the working capital, it has no value beyond that point. 
The causes of the change in the working capital are more fully dis­
cernible in the statement of application of funds (b) to which the 
working capital schedule is closely related. Hence, both statements 
should be presented together.
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No. 5.
On the liability side, under the caption “Net Worth” :
Preferred stock, 7% cumulative:
Par value $100 per share, redeemable at $115, in 10 years at
1,000 shares per annum.
Authorized and issued—January 1, 1933 ............  10,000 shares
Less: Redeemed—December 31, 1933 ..................  1,000 shares
O utstanding .................................................................. 9,000 shares
N ote.—The redemption instalment of December 31, 1934, is 
partially in arrears, and that of December 31, 1935, is en­
tirely in arrears. Dividends on preferred stock have been 
paid to June 30, 1934.
Common stock:
Par value $100 per share:
Authorized 20,000 shares—issued ........................  8,000 shares
N ote.—The issued common stock includes 4,000 shares sub­
scribed January 1, 1933, a t $90 per share on which $10 per
share is payable on call.
Premium on capital stock ......................................................................
Surplus:
(Restricted in the amount of $76,000, the cost of 800 shares of 
preferred stock) ................................................................................
Total ...............................................................................................
Less—
Treasury stock:
Held in treasury for future redemption—cost ..........................
Total net worth ............................................................................
$ 900,000
800,000
52,000
?
?
76,000
?
On the asset side, following the current asset section of the bal­
ance sheet:
Subscriptions to capital stock—common:
4,000 shares at $90 per share ......................................  $ 360,000
Less $80 per share called and paid ............................ 320,000
The premium on capital stock is computed as follows:
On the sale of 10,000 shares of preferred and 
“40% in common stock” (4,000 shares) on 
January 1, 1933, there was received ....................
$ 40,000
1,500,000
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The par values of the stock sold were:
10,000 shares of preferred ...................................... $1,000,000
4,000 shares of common ...................................... 400,000 1,400,000
Or a premium of ........................................................ $ 100,000
There were subscriptions received on the same date
for 4,000 shares of common stock at $90 per
share resulting in a discount o f ............................  40,000
Leaving a net balance at that date o f ....................  $ 60,000
From this balance should be subtracted the
premiums paid on the preferred stock bought 
for redemption:
400 shares (at $105 per share) ..........................  $ 2,000
600 shares (at $110 per share) ............................  6,000 8,000
With a final balance in the premium account of $ 52,000
The balance-sheet set-up shown above applies to quite a number 
of states. However, in some states it would be permissible to show 
the 800 shares of treasury stock at the total par value of $80,000 
as a deduction from the outstanding stock, leaving the outstanding 
stock at 8,200 shares of a par value of $820,000. The difference 
($4,000) between the cost and the par value of the shares ($80,000 
less $76,000) is discount on treasury stock, and it should be shown 
separately on the balance-sheet under net worth.
It is also permissible to show the unpaid subscriptions of $40,000 
as a deduction from the capital-stock (common) account.
Commercial Law, November, 1936
No. 1.
(a) Usury has been defined as: “The reserving and taking, or 
contracting to reserve and take, either directly or by indirection, a 
greater sum for the use of money than the lawful interest.”
(b) Usury is a purely statutory matter and its effect upon a trans­
action depends upon the terms of the applicable statute. Under some 
statutes usury renders the whole transaction void; under others the 
whole interest is rendered void; and under still others, only the inter­
est exceeding the lawful rate is voided. Some statutes make the exac­
tion of usury a criminal offense.
(c) Examples of transactions which are usually excepted from 
the usury rule:
1. Mistakes in calculating or other mistakes of fact made in good 
faith resulting in the lender’s unintentionally charging or recovering 
more than the lawful rate.
2. Loan of chattels, not passing as money, to be returned with an 
increment of chattels of a similar kind.
3. Loan of stocks and other commercial securities; a loan of de­
preciated and fluctuating bank notes; a loan of stock converted into 
money, by arrangement to be replaced by other stock.
4. The sale, at a discount, of commercial paper, that has once been 
validly negotiated.
5. Purchase of an annuity.
6. A stipulation for the payment of costs of collection and attor­
ney’s fees, where the lawful interest rate is thereby exceeded, does 
not make the contract usurious.
7. Collecting interest in advance on a note by discounting it.
8. Collateral demand loans of more than a statutory minimum.
9. Personal loans of small amount payable within a short time 
where interest is computed on unpaid balance of principal due in 
regular instalments.
(d) Some of the subterfuges adopted in attempts to evade the 
usury rule are:
1. Misstating in the contract the amount of the loan or the rate 
of the interest.
2. Selling property to an applicant for a loan at an exorbitant 
price to be paid at a future day in order to enable the purchaser to 
sell it immediately for cash and thus obtain the money of which he 
is in need.
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3. Compelling the borrower to sell to the lender property at an 
inadequate price, the lender reserving the right to compel repurchase 
at an increased price.
4. Return to the lender of part of the sum borrowed.
5. Extorting commissions, attorneys’ fees, title examinations, etc., 
in excess of the value of services, in connection with a loan.
6. Compelling borrower to purchase property at an exorbitant 
price with part of the money loaned.
7. Compelling borrower to obtain the loan through a corporation 
in a state where a corporation is forbidden by law to plead usury. 
No. 2.
(a) A director should not vote on a resolution fixing his salary as 
president, because he is interested in the outcome of the vote. By the 
better rule, if he does so the contract is void or voidable at the option 
of the corporation. In some jurisdictions the presence of an interested 
director may not be counted for the purpose of ascertaining whether 
or not a quorum was present even though the director did not vote 
on the resolution fixing his salary as president.
(b) The certificate is not the stock, but merely the written evi­
dence of the stockholder’s right as such. Therefore, a person can have 
rights as a stockholder before a certificate for stock for which he has 
duly subscribed and paid has been issued to him.
(c) A proxy is an authorization to a person to vote for and thus 
represent a stockholder. A person, under no disability, who is the 
record owner of stock at the time it is to be voted may give a proxy. 
A director cannot give a valid proxy to another to vote as director.
(d) If the deed of trust provided for payment to the trustee, and 
such payment was duly made by the corporation, the bondholders 
would have to bear any loss occasioned by a default of the trustee 
in paying the bonds. The note holders are charged with knowledge 
of the terms of the deed of trust. They made the trustee their agent 
to collect their money and where one of two innocent parties must 
bear a loss, such loss is imposed upon the one whose conduct made 
the loss possible.
No. 3.
(a) Since the plaintiff has an adequate remedy at law (recovery 
of money damages in the amount of the retail value of the tickets) 
specific performance should not be allowed.
(b) The plaintiff may recover the retail value of the tickets. The
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defendant allowed its offer to remain unrestricted when it should 
have known that quite a number of coupons were unredeemed, so it 
should not be allowed to object to the quantity of coupons presented 
by the plaintiff. Nor should the defendant object that the plaintiff is 
a coupon broker, and not the actual user of the soap, since the offer 
could readily have been restricted to users of the soap. The purchase 
of the soap was the consideration for the promise of the defendant.
No. 4.
(a) This rule is known as the doctrine of “marshaling assets.” It 
cannot be properly classified as a common-law rule.
(b) I t is properly classified as an equitable doctrine. In some ju­
risdictions the doctrine is recognized by force of statutes, but such 
statutes are merely declaratory of the general equity rule.
No. 5.
I t was not negligent for Benson to rely on the mail, a reliable pub­
lic agency, as a method of transmission, especially when the mail had 
been used in a course of dealings between the parties. Benson should 
therefore be allowed to compel the reinstatement of the policy, since 
a remedy at law would be inadequate.
No. 6.
The vendor cannot recover the purchase price from the vendee. 
The vendor had the right to demand cash but in lieu thereof he
accepted the cashier’s check, and it is to be inferred that he took the 
check in satisfaction of the vendee’s liability, especially when the 
cashier’s check was taken after a refusal to take the vendee’s check 
unless it had been certified. The very kind of payment that would 
have preserved the liability of the vendee was refused.
No. 7.
The agent is legally responsible to the vendor.
An agent impliedly warrants that his principal is legally competent,
but he does not warrant that his principal has full contractual ca­
pacity any more than he warrants that his principal is solvent. Thus, 
an agent for one not of legal age is not necessarily liable if the infant 
avoids the obligations of the contract. However, in this case the agent 
had every reason to believe that the vendor was ignorant of the fact 
of infancy, and under these circumstances the agent was under a 
duty to disclose the infancy.
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No. 8.
By entering into the acceleration agreement the maker and the 
payee changed the nature of the maker’s obligation without Hobbs’ 
knowledge. The agreement was not effective as to Hobbs, and there 
is no attempt to enforce it against him, but he should be relieved 
from liability to the payee on his endorsement of the note because he 
has been prejudiced by the change in the obligation of the maker. 
Hobbs had a right to go against the maker in the event that he was 
forced to pay the note. This right which he would have had against 
the maker has become less valuable because of the lapse of time be­
tween the maker’s default and the date of the notice to Hobbs.
No. 9.
The validity of the option depends upon (1) the terms of the con­
version agreement between the corporation and the preferred stock­
holders, and (2) whether or not a preemptive right is recognized as 
to stock which has been authorized but is unissued.
If the conversion agreement gives the preferred stockholders an 
absolute right to demand 2,000 shares of stock, an option, given to 
the president of the corporation (who must be presumed to know of 
the rights of the preferred stockholders) which, if exercised, would 
make it impossible for the corporation to perform, is invalid.
Apart from the rights of the preferred stockholders, the option 
given the president is invalid if the common or preferred stockholders 
have a preemptive right to authorized but unissued stock. (There is 
a conflict of authority as to whether or not they have such a pre­
emptive right.)
No. 10.
Kerr as liquidating partner could only bind the other partners by 
such acts as were proper to consummate the liquidation. The pur­
chase of the Acme Corporation’s note by Martin after dissolution and 
the subsequent giving of a guaranty of the signature on that note in 
the name of the partnership do not appear to have been transactions 
essential to the winding up of the partnership affairs. They were 
transactions by which new obligations were created, and a liquidating 
partner after dissolution cannot bind the partnership to new obli­
gations unless the person with whom he deals was entitled to and 
did not receive notice of the dissolution. Since by hypothesis the 
partnership was “duly dissolved” it is assumed that there were no 
persons entitled to notice of dissolution who did not receive it. Mar­
tin may therefore recover only from Kerr, or from his own bank 
(which paid the check on a forged endorsement of the payee’s 
name).
No. 11.
(a) Damages at law:
1. For neglect or failure of officers to perform their duties in the 
management and disposition of the funds and property committed 
to their charge.
2. For the value of any property which officers or directors have 
acquired to themselves, or transferred to others, or lost, or wasted, 
by or through any neglect of or failure to perform their duties.
(b) In equity to enjoin:
1. Threatened transfer of property in violation of law.
2. Injury to the goodwill of the corporation or from engaging in 
a rival business.
No. 12.
(a) Henry relies on the provision that an agreement not to be 
performed within a year of the making thereof must be in writing.
(b) In my opinion the statute bars recovery. A university course 
in accounting requires more than one year, and the possibility that 
a genius could do it in less than a year should not be taken into con­
sideration. There is, however, at least one decision holding that in 
such a case an action may be maintained for money had and re­
ceived.
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No. 1.
The main point in this problem is to show the facts regarding the 
mortgage liability and the donated shares. Since (a) none of the 
shares offered had been sold, it is possible to portray the facts by at 
least four methods, as follows:
(1) By a footnote
(2) By qualifying notes in the balance-sheet
(3) By showing the treasury stock and donated surplus in the
balance-sheet
(4) By showing the mortgage and the amount receivable from
the vendor in the balance-sheet
(a) (1) By a footnote:
A Company
Balance-sheet—June 30, 1936 
Assets
Land, building and equipment—At sound values on June 1, 1936,
as appraised by the Blank Appraisal Company ............................  $ 750,000
T o ta l .................................................................................................  $ 750,000
Liabilities
Common stock—No par value
Authorized and issued 30,000 shares .............................. $750,000
Less treasury stock 10,000 shares .............................. 250,000
Outstanding 20,000 shares ..............................  $ 500,000
Donated surplus .......................................................................................  250,000
T o ta l .................................................................................................  $ 750,000
N ote: The real estate was acquired, subject to a mortgage of 
$250,000, in exchange for the entire issue of the capital stock 
of the company. This mortgage, with 10,000 shares of the capital 
stock received by the vendor, is pledged as security on a note 
for $250,000 of the former owner, which note is payable on or 
before July 1, 1937. The stock pledge and the treasury stock, 
totaling 20,000 shares, was offered to the public a t $30 per 
share.
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(a) (2) By qualifying notes in the balance-sheet:
A Company
Balance-sheet—June 30, 1936 
Assets
Land, building and equipment—At sound values on June 1, 1936, 
as appraised by the Blank Appraisal Company .............................. $ 750,000
N ote: These properties are subject to a mortgage of $250,000, 
which mortgage with 10,000 shares of the capital stock of the 
company is pledged as security to a note of the former owner 
in the amount of $250,000. This note is due on July 1, 1937.
T o ta l .................................................................................................  $ 750,000
Liabilities
Common Stock—No par value—Authorized and issued—30,000
shares of which 10,000 shares have been donated to the company.
A public offering of this treasury stock has been made at $30
per share .................................................................................................  $ 750,000
T o ta l .................................................................................................  $ 750,000
(a) (3) By showing the treasury stock and donated surplus in the 
balance-sheet:
A Company
Balance-sheet—June 30, 1936 
Assets
Land, building and equipment—At sound values on June 1, 1936, 
as appraised by the Blank Appraisal C om pany ..............................  $ 750,000
N ote: These properties are subject to a mortgage of $250,000, 
which mortgage with 10,000 shares of the capital stock of the 
company is pledged as security to a  note of the former owner 
in the amount of $250,000. This note is due on July 1, 1937.
T o ta l .................................................................................................  $ 750,000
Liabilities
Common stock—No par value
Authorized and issued 30,000 shares .................  $750,000
Less donated treasury stock 10,000 shares ..................  250,000
Outstanding 20,000 shares ..................  $ 500,000
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N ote: A public offering of the treasury stock has been made 
at $30 per share.
Donated surplus .......................................................................................... 250,000
T o ta l .................................................................................................  $ 750,000
(a) (4) By showing the mortgage and the amount receivable from 
the vendor in the balance-sheet:
A Company
Balance-sheet—June 30, 1936 
Assets
Land, building and equipment—At sound values on June 1, 1936,
as appraised by the Blank Appraisal Company ............................ $ 750,000
Amount receivable from the vendor (per contra) .............................. $ 250,000
N ote: Mortgage on the company’s land, building and equip­
ment, together with 10,000 shares of the capital stock of the 
company owned by the vendor, is pledged as collateral to 
secure his note of $250,000. The mortgage upon payment of 
the note is to be canceled.
T o ta l .................................................................................................  $1,000,000
Liabilities
Mortgage payable (per contra) ............................................................ $ 250,000
Common stock—No par value
Authorized and issued 30,000 shares .................. $750,000
Less donated treasury stock 10,000 shares .................. 250,000
Outstanding 20,000 shares ..................  500,000
Donated surplus .......................................................................................  250,000
T o ta l .................................................................................................  $1,000,000
(b) (1) If 10,000 shares had been sold:
A Company
Balance-sheet—June 30, 1936 
Assets
Cash .............................................................................................................  $ 300,000
Land, building and equipment—At sound values on June 1, 1936,
as appraised by the Blank Appraisal Company ............................  750,000
T o ta l .................................................................................................  $1,050,000
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Liabilities
Common stock—No par value—Authorized and issued 30,000 shares 
Donated surplus ........................................................................................
T o ta l .................................................................................................
N ote: The real estate which is subject to a mortgage of 
$250,000 was acquired in exchange for the entire issue of the 
capital stock of the company. This mortgage, with 10,000 
shares of the capital stock of the company, is pledged as security 
to a note of the former owner in the amount of $250,000. 
which note is payable on or before July 1, 1937.
(b) (2) Alternative:
A Company
Balance-sheet—June 30, 1936 
Assets
Cash .............................................................................................................
Land, building and equipment—At sound values on June 1, 1936, 
as appraised by the Blank Appraisal Company ............................
N ote: These properties are subject to a mortgage of $250,000, 
which mortgage with 10,000 shares of the capital stock of the 
company is pledged as security to a note of the former owner 
in the amount of $250,000. This note is due July 1, 1937.
T o ta l .................................................................................................
Liabilities
Common stock—No par value—Authorized and issued 30,000 shares 
Donated surplus .......................................................................................
T o ta l .................................................................................................
(c) (1) If 15,000 shares had been sold:
A Company
Balance-sheet—June 30, 1936 
Assets
Cash .............................................................................................................
Land, building and equipment—At sound values on June 1, 1936, 
as appraised by the Blank Appraisal C om pany ............................
T o ta l .................................................................................................
$ 750,000 
300,000
$1,050,000
$ 300,000
750,000
$1,050,000
$ 750,000 
300,000
$1,050,000
$ 300,000
750,000
$1,050,000
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Liabilities
Common stock—No par value—Authorized and issued 30,000 shares 
Donated surplus .......................................................................................
T o ta l .................................................................................................
N ote: The real estate was acquired by a transfer of the en­
tire capital stock of the company and is subject to a mortgage 
with an unpaid balance of $100,000. This mortgage together 
with 5,000 shares of the capital stock of the company is 
pledged as security to a note of the former owner. This note 
has an unpaid balance of $100,000 and is payable on or before 
July 1, 1937. The stock which was pledged and which was 
donated, totaling 20,000 shares, was offered to the public at 
$30 per share and 15,000 shares have been sold.
(c) (2) Alternative:
A Company
Balance-sheet—June 30, 1936 
Assets
Cash .............................................................................................................
Land, building and equipment—At sound values on June 1, 1936,
as appraised by the Blank Appraisal Company ............................
N ote: These properties are subject to a mortgage with an un­
paid balance of $100,000, which mortgage with 5,000 shares of
  the capital stock of the company is pledged as security to a 
note of the former owner. The note has an unpaid balance of 
$100,000 and is due on or before July 1, 1937.
T o ta l .................................................................................................
Liabilities
Common stock—No par value—Authorized and issued 30,000 shares 
Donated surplus .......................................................................................
T o ta l .................................................................................................
(d) If 20,000 shares had been sold:
A Company
Balance-sheet—June 30, 1936 
Assets
Cash .............................................................................................................
Land, building and equipment—At sound values on June 1, 1936, 
as appraised by the Blank Appraisal Company ..............................
Total..................... . .......................................................
$ 750,000 
300,000
$1,050,000
$ 300,000
750,000
$1,050,000
$ 750,000 
300,000
$1,050,000
$ 300,000
750,000
$1,050,000
Liabilities
Common stock—No par value—Authorized and issued 30,000 shares $ 750,000 
Donated surplus .........................................................................................  300,000
T o ta l .................................................................................................  $1,050,000
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( e ) (1 )  None of the shares had been sold and the vendor cannot 
pay his note and the bank takes possession of the col­
lateral:
It should be noted that the problem states that the candidate 
is to prepare the company’s opening balance-sheet as of June 
30, 1936, and further that the note is not due until July 1, 1937. 
Under the circumstances it would appear that the bank would 
be unable to take possession of the collateral until July 1, 1937, 
the date the note matures.
However, in the following solutions to section (e), it is as­
sumed that the bank took possession of the 10,000 shares of the 
capital stock of the company which it was holding as security 
and did not foreclose the mortgage.
A Company
Balance-sheet—June 30, 1936 
Assets
Land, building and equipment—At sound values on June 1, 1936,
as appraised by the Blank Appraisal Company ............................  $ 750,000
T o ta l .................................................................................................  $ 750,000
Liabilities
Mortgage payable .....................................................................................  $ 250,000
Common stock—No par value
Authorized and issued 30,000 shares .................  $750,000
Less donated treasury stock 10,000 shares ..................  250,000
Outstanding 20,000 shares ..................  500,000
Deduct:
Loss arising through failure of former owner to pay 
his note of $250,000, which was secured by the 
above mortgage and 10,000 shares of the capital 
stock of the company ................................................ 250,000 250,000
Donated surplus .......................................................................................  250,000
T o ta l .................................................................................................  $ 750,000
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(e) (2) Alternative:
A Company
Balance-sheet—June 30, 1936
Assets
Land, building and equipment—At cost ............................................ $1,000,000
(Sound value on June 1, 1936, as appraised by the Blank Appraisal
Company—$750,000)
T o ta l .................................................................................................  $1,000,000
Liabilities
Mortgage payable .....................................................................................  $ 250,000
Common stock—No par value
Authorized and issued 30,000 shares .................  $750,000
Less donated treasury stock 10,000 shares ..................  250,000
Outstanding 20,000 shares ..................  500,000
Donated su rp lu s............................................................................ ..........  250,000
T o ta l .................................................................................................  $1,000,000
(e) (3) Alternative:
A Company
Balance-sheet—June 30, 1936 
Assets
Land, building and equipment—At sound values on June 1, 1936,
as appraised by the Blank Appraisal C om pany..............................  $ 750,000
T o ta l .................................................................................................  $ 750,000
Liabilities
First mortgage payable* .......................................................................... $ 250,000
Common stock—No par value
Authorized and issued 30,000 shares ................. $750,000
Less donated treasury stock 10,000 shares ..................  250,000
Outstanding 20,000 shares ..................  500,000
T o ta l .................................................................................................  $ 750,000
*N ote: Resulting from the failure of the vendor to pay his 
note of $250,000 secured by a first mortgage on land, building 
and equipment; corporation has a claim against the vendor 
for this amount, the value of which is doubtful.
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No. 2.
Answering (b ) first, the  book values of the investm ents in the  
affiliated com panies are no t necessary to  the solution. T h e  values of 
the o ther assets in  each of the  com panies are relevant.
As each com pany has 10%  of its  capital stock in its treasury , the  
equations m ay be set up  to  exclude the treasu ry  stock as a  reduction 
of n e t w orth, as follows:
L et A equal the n e t w orth  of Com pany A,
B  equal the ne t w orth  of C om pany B, and  
C equal the n e t w orth  of Com pany C.
(1) A =$100,000 + 4 /9B +3/9C
(2) B =  50,000 + 1 /9 A + 5/9C
(3) C=  30,000 + 1 /9A + 4 /9 B
M ultip ly  (1 ) ,  ( 2 ) ,  and  (3 ) by  9 to  remove the  fractions
(4) 9A=$900,000 + 4 B +3C
(5) 9B=  450,000 + A + 5C
(6) 9C= 270,000 + A + 4 B
S ubtract (6 ) from  (5 ) :
(5)
(6)
9B=$430,000 
9C= 270,000
+ A
+ A + 4 B
+5C
(7) 9B—9C=$180,000 - 4 B + 5C, or
(8)
(9)
13B=  180,000
180,000
B =
+14C, or 
+14C
S ub trac t (6 ) from  (4 ) :
(4)
(6)
9A =$900,000
9C= 270,000 +A
+4B
+4B
+3C
(10) 9A—9C=$630,000 —A +3C, or
(11) 10A=  630,000 +12C, or
(12)
630,000 +12C
A= ----------------
10
Substitu ting  (9 ) for B  and  (12) for A in  (6 ) :
(13) 9C=$270,000 +
 $630,000+ 12C  
  10 
4-4
 $180,000+14C 
  13 , or
1,170C=$ 35,100,000+$8,190,000+156C+$7,200,000+560C, or 
454C= 50,490,000
(14) C=  111,211
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Substituting (14) for C in (11):
(15) 10A= $  630,000+12($111,211)
10A =  630,000+$l,334,532
10A=  1,964,532
(16) A =  196,453
Substituting (14) for C in (8):
(17) 13B=$ 180,000 +14($111,211)
13B= 180,000 +$1,556,954
1 35=  1,736,954
(18) B =  133,612
Apportionment
Net assets applicable 
to outsiders
Company Net worth Proportion Amount
A .......................... ................  $196,453 7/9 $152,797
B .......................... ................  133,612 1/9 14,846
C .......................... ................  111,211 1/9 12,357
Total $180,000
As proof of the correctness of the solution, the values obtained 
above for B and C are substituted for the given values of Company 
A’s investments in Companies B and C.
Company A
Investment in Company B (4/9 of $133,612) ........................................ $ 59,383
Investment in Company C (3/9 of $111,211) ........................................ 37,070
Other assets (net) ...................................................... .............................. 100,000
Total ...................................................................................................  $196,453
Net assets applicable to outsiders (7/9 of $196,453) ............................ $152,797
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No. 3.
T h e sta tem ent of the  p a rtn e rs’ accounts appears on pages 100 
and  101.
T h e  com putation follows:
Possible
Profit- loss on Balances
and-loss unrealized in capital Cash to be
ratio assets accounts distributed
Burns .................... ............  30% $19,200.00 $ 45,636.37 $26,436.37
D o a k ...................... ............  30% 19,200.00 45,727.27 26,527.27
R a y ........................ ............  30% 19,200.00 36,727.27 17,527.27
Peters .................... ............  10% 6,400.00 18,909.09 12,509.09
Totals ............ ............  100% $64,000.00 $147,000.00 $83,000.00
The amount of cash to be paid to each of the partners is deter­
mined by subtracting the amount of the possible loss on unrealized 
assets (allocated in the profit-and-loss sharing ratio) from the bal­
ances in the capital accounts before the cash is distributed. As the 
balances in the capital accounts after this distribution in January, 
1935, are in the profit-and-loss ratio, the remaining losses and cash 
disbursements during the months of February and March, 1935, will 
be in the ratio of 30%, 30%, 30%, and 10%.
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No. 4.
The problem is unusual in that it requires “all adjustments re­
quired for a ready consolidation of the balance-sheets of the two 
companies are to be made on the X Company’s books.” The more 
common practice in consolidating balance-sheets is not to take up on 
the books of either company the entries such as are required in this 
case, but to give consideration to the entries only in the working 
papers. However, literal interpretation is given to requirement of 
the problem, and all entries necessary to effect the consolidation are 
herein given.
The X Manufacturing Company, in paying $1,000,000 in cash for 
its investment paid $400,000 more than the amount of the net worth 
of the Y Coal Company. Ordinarily, in consolidated balance-sheet 
problems, this excess would be considered as a payment for good­
will. However, as the Y Coal Company is strictly a producing com­
pany and not a selling company, it cannot very well be considered 
as having goodwill valued at such an amount. Furthermore, when the 
Y Coal Company’s coal lands are fully depleted, it will, in all prob­
ability, discontinue operations. If that is so, and if we followed the 
usual procedure in considering the excess payment as goodwill, we 
would find ourselves in the position of having to write off the good­
will during the period of operations or at the time the company’s 
operations were discontinued.
Considering all of the circumstances, there can be little doubt that 
the X Manufacturing Company was willing to pay the $400,000 
not for goodwill but in order to gain control of the coal lands and 
guarantee itself a source of supply. Therefore, in this solution it is 
considered that the coal lands had a value of $400,000 in excess of 
that shown by the books of the Y Coal Company, and that the X 
Manufacturing Company paid for this value in its investment.
This point was involved in problem number two, part one, of the 
May 11, 1933, examination set by the board of examiners of the 
American Institute of Accountants; this problem and a solution 
thereof appears on page 135 of the August, 1933, issue of The Jour­
nal of Accountancy. A further discussion of this point also appears 
in the article on “Consolidated balance-sheets” appearing in the 
Students’ Department of the December, 1934, issue of The Journal 
of Accountancy.
The first journal entry affecting the investment in the Y Coal 
Company would be:
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Capital stock (Y Coal Company) .....................................  $500,000
Surplus .....................................................................................  100,000
Additional cost of coal lands ..............................................  400,000
Investment in Y Coal Company ................................  $1,000,000
To eliminate in consolidation the investment in the 
capital stock of Y Coal Company, setting out the addi­
tional cost of the coal lands.
At the time of the purchase of the stock of Y Coal Company, Jan­
uary 1, 1930, it was estimated that the land contained 4,000,000 
tons of coal. Between that date and December 31, 1935, 1,000,000 
tons of coal were mined, and the Y Coal Company correctly charged 
ten cents a ton to the cost of mining, for depletion. However, as the 
value assigned to the coal lands on January 1, 1930, was exactly 
double because of the payment of $400,000 by X Manufacturing 
Company, the depletion rate during the six-year period should have 
been, for purposes of consolidation, at the rate of twenty cents a ton. 
The depletion of the additional cost arising in consolidation, in the 
amount of $100,000, is charged to consolidated surplus.
Surplus .....................................................................................  $100,000
Additional cost of coal la n d s ........................................  $ 100,000
To charge off depletion on additional cost of coal 
lands, arising in consolidation, a t the rate of 10¢ per 
ton on 1,000,000 tons mined during the period, Janu­
ary 1, 1930, to December 31, 1935.
In drawing up the consolidated balance-sheet, there will be two 
items of depleted cost to consider; these might be merged into one, 
and captioned “Coal lands—Depleted cost—$600,000” or they might 
better be shown as separate items, as follows:
Coal lands—Depleted cost:
Original investment ............................................................ $300,000
Additional cost, arising in consolidation ........................  300,000
Total .................................................................................  $ 600,000
The following journal entry is to record items in transit from Y 
Coal Company to X Manufacturing Company.
Cash .........................................................................................  $ 40,000
Coal inventory ........................................................................ 10,000
Due Y Coal Company .................................................. $ 50,000
To record cash and inventory (5,000 tons at $2.00 
per ton) in transit from Y Coal Company.
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After the foregoing entry the X Manufacturing Company will have 
a coal inventory of 10,000 tons. It will be necessary to add to the 
value of the inventory the amount of depletion on the additional cost 
of coal lands arising in consolidation, and to eliminate the stated 
intercompany profit of 50 cents per ton.
Surplus intercompany profit in coal inventory ..........................  $4,000
Coal inventory .........................................................................  $4,000
To eliminate intercompany profit in the coal inventory.
Per ton
Stated intercompany p r o f i t ............................................ $.50
Less additional dep le tion ......................................................10
Adjusted intercompany profit ......................................  $.40
10,000X$.40=$4,000.00
The intercompany current accounts can readily be eliminated in con­
solidation without journal entry.
The profit of Y Coal Company between January 1, 1930, and 
December 31, 1935, represented by the $50,000 increase in Y Coal 
Company surplus, may be recorded on the books of X  Manufacturing 
Company by a debit to the investment account and a credit to sur­
plus; if this procedure is followed, the entry must be eliminated in 
consolidation. A simpler method is not to record the profit on the 
books of the holding company, and simply take up the profit on 
consolidating the surplus accounts.
No. 5.
(a) The problem does not require the presentation of the journal 
entries which are applied to the balance-sheet; however, the adjusting 
entries are given here to clearly indicate the balance-sheet changes.
T h e  W ilson Company 
Adjusting Journal Entries 
June 30, 1936
Dr. Cr.
(1)
Due from Mr. Brown, stockholder ........................................ $30,000
Mortgage payable ................................................................ $ 30,000
To record the mortgage on plant property, given to Mr.
Wilson for the account of Mr. Brown.
(2)
L a n d ...............................................................................................  $ 3,000
Buildings .......................................................................................  10,000
Office equipment .......................................................................... 1,000
Reserve for depreciation—Machinery ........................................  3,000
Reserve for depreciation—B uildings................................ $ 8,000
Reserve for depreciation—Office equipment .................. 1,000
Unrealized increment in fixed asset values ....................  8,000
To adjust fixed asset book values to agree with appraised 
values on June 30, 1936.
(3)
Capital stock ...............................................................................  $25,000
Capital stock—No par value ............................................ $ 25,000
ACCOUNTING—NOVEMBER, 1936 105
To record change in capital stock from 250 shares of 
$100 par value each to 1,000 shares of no par value, as 
stated in amendment to the articles of incorporation, to 
be effective June 30, 1936.
T h e  W ilson Company 
Balance-sheet—June 3 0 , 1936
Assets
Current assets:
Cash ...........................................................................................  $ 3,000
Accounts receivable .................................................................. 16,000
Total current assets ..............  ......................................  $ 19,000
Other assets:
Bonds (pledged to secure note payable of $8,000) ..........  $12,000
Due from Mr. Brown, stockholder, for issuance of mort­
gage payable .....................................................................  30,000
42,000Total other assets ..........................................................
Fixed assets (a t net sound values June 30, 1936, as ap­
praised by the Blank Appraisal C o.):
Land ...........................................................................................  $10,000
B uildings.................................................................... $30,000
Less reserve for depreciation ............................  10,000 20,000
M achinery .................................................................. $25,000
Less reserve for depreciation ............................  7,000 18,000
Office equipment .................................. ................  $ 3,000
Less reserve for depreciation ............................  2,000 1,000
Total fixed assets ........................................................... 49,000
$110,000
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Liabilities and Net Worth
Current liabilities:
Accounts payable .................................................................... $15,000
Notes payable (secured by bonds, per contra) ................  8,000
Total current liabilities.................................................... $ 23,000
Mortgage payable (secured by plant property)—due blank
d a te .............................................................................................  30,000
Net worth:
Capital stock—1,000 shares, of no par value, authorized 
and outstanding .................................................................... $25,000
S urp lu s.......................................................................................  24,000
Unrealized increment in fixed asset values ....................... 8,000
Total net worth .............................................................  57,000
$110,000
(b) To prepare a balance-sheet without comment as to the pledged 
status of the bonds would be an omission of a significant fact, as the 
availability of the funds invested in the bonds is strictly limited by 
the notes payable. The bonds could not be disposed of without either 
liquidating the notes or substituting other suitable collateral. Also, 
the borrowing power represented by the bonds is, in all probability, 
now being fully utilized under the existing collateral ratio of 150%. 
For these reasons, anyone to whom the balance-sheet may be pre­
sented should be apprised of the pledge, and an accountant who 
omitted mention thereof would be derelict.
AMERICAN INSTITUTE OF ACCOUNTANTS
EXAMINATION OF MAY, 1937
Auditing, May, 1937
No. 1.
(a) The auditor is ordinarily qualified to pass upon:
The clerical accuracy of the book record.
Its conformity with and the adequacy of available vouchers,
confirmations, certificates, and other documents.
The adequacy of the accounting system and internal control. 
The cost and book value of plant and equipment.
The cost, book and market value of current assets.
The proper statement of liabilities and accruals.
The proper statement of earnings and expenses.
The proper statement of capital, surplus, and operating re­
serves.
(b) The auditor is ordinarily not qualified to pass upon:
The actual value of plant and equipment, patents, non- 
marketable securities, obsolete goods in stock.
Legal aspects of conditions and transactions.
Technical aspects of operation.
Adequacy of reserves for contingencies.
No. 2.
(1) On the basis of direct labor cost.
Where labor is the principal item of cost and the rates of 
pay are not too divergent.
(2) On the basis of the cost of materials.
Where materials are the principal item of cost and the ma­
terials used in different products do not differ too much 
in value.
(3) On the basis of labor plus material costs.
Where both labor rates and material values differ consid­
erably in the various products but labor and material 
together constitute a not too disproportionate cost.
(4) On a mixed basis, for instance—
Occupancy cost on the basis of floor space or cubic contents. 
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Nonproductive labor on the basis of direct labor or labor 
hours.
Receiving department and stockroom expenses on the basis 
of materials and supplies used or the number of issues.
(5) On the basis of labor hours.
Where labor is the principal item of cost and the rates of 
pay differ considerably.
(6) On the basis of machine hours.
Where the principal work is done by machines, not differing 
much in size, each calling for approximately the same 
amount of supervision, and manual labor is a minor part 
of the manufacturing cost. In such a case the labor 
charges are added to the overhead and the aggregate 
number of hours all the machines operate determines the 
rate per hour for each machine.
When machines and their operators form relatively small 
centers where definite operations take place or definite 
articles are produced, the hourly cost of operating the 
center is often used to determine the cost of the article 
produced or the operations performed. In such cases the 
various classes of overhead applicable to the center are 
first determined on any or all of the above enumerated 
and perhaps other bases like floor space, power consumed, 
etc., and are included in the hourly rate charged to the 
products or operations of the center. This method should 
not be confused with the above-defined machine-hour 
basis.
No. 3.
(1) Check the trial balance with the stock ledger, check its foot­
ings and see that it agrees with the general ledger control.
(2) Test the unit prices shown on the stock ledger with the cost
records, purchase invoices and current market prices. Look 
into the cost-finding methods.
(3) Check a reasonable number of accounts with the quantities
actually on hand on any day and work back to the balance- 
sheet date by checking interim receipts and disbursements 
of stock.
(4) Ascertain by comprehensive tests whether the stock accounts
are accurately kept and checked at proper times with the 
goods on hand.
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(5) Determine that all goods included in the inventory were re­
corded as purchases, returns from customers, or deliveries 
from the factory before the end of the period under audit.
(6) Determine that all goods returned to creditors or plant, or
shipped to customers before the end of the period were 
properly charged to creditors, operations or customers, and 
that all goods so charged had been credited to stock.
(7) Inquire whether any of the goods on hand were held on con­
signment or whether any of the company’s goods shipped 
were on consignment with outside agents. Verify by cor­
respondence or outsiders’ certificates.
(8) Inquire whether any of the goods were pledged. Vertify by
confirmation from pledgees.
(9) Look into damaged and obsolete stock and ascertain that
their book values were properly reduced.
(10) See whether goods held in large quantities exceed maximum
requirements.
(11) Procure certificate signed by storekeeper and plant manager
to the effect that internal checks were regularly applied and 
that all goods on hand were priced at the lower of cost or 
market. Damaged and obsolete goods should be reduced to 
current use or sales values.
No. 4.
(1) Obtain or prepare a schedule of all the trusts assumed by the
company showing in columnar form the—
Corpus invested in—
Stocks,
Bonds,
Mortgages,
Real estate,
Miscellaneous,
Cash uninvested.
Income invested in—
Securities, etc., if any,
Cash uninvested.
(2) Count cash in office.
Obtain statements from depositaries and reconcile.
Check total with balance-sheet item “Cash” and with totals
of uninvested cash on schedule.
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(3) Place all individual portfolios under seal (including custodian
accounts).
Inspect all mortgages, deeds, and other securities in each port­
folio and check with totals of each class on the schedule. 
When completed, check the totals of each class with corre­
sponding items on the balance-sheet. If they all agree the 
portfolios may be released.
(4) Individual trust accounts should now be verified as to their
accuracy. As a rule the abstracts of wills and other trust 
documents which are usually set forth at the assumption of 
trusts on a separate page, or as a heading, will be sufficient 
evidence for the auditor. He should familiarize himself with 
the terms set forth and note that they have been observed. 
Where there is a large number of trusts, test checks of the 
current year may be made.
(5) In cases of questioned solvency of the trust company, sus­
pected manipulation, etc., certified copies of wills and other 
trust deeds should be secured and carefully studied, legal 
advice being obtained if necessary. All trust accounts should 
be checked in detail for the current year at least and for 
prior years in extreme cases.
(6) Commissions and fees charged against each individual trust
may be verified by tests, care being taken to see that legal 
rates of commissions are not exceeded. Vouchers for other 
expenses or advances should be inspected.
(7) Earnings and expenses of the trust company itself may be
verified in the usual manner. Commissions and fees should 
of course agree in total with the charges to individual trusts 
and salaries and other expenses of the company verified by 
proper vouchers.
(8) Any balance required to be deposited with the superintendent
of banks of the state should be confirmed.
(9) In respect of the capital of the trust company, reference
should be made to the state law governing trust companies 
to determine if requirements have been met.
(10) The contingent liability for securities sold by the trust com­
pany under repurchase agreements should be established 
and confirmed.
(11) The asset account “customers’ liability for acceptance and
letters of credit” should be compared with the contra lia­
bility account and large amounts should be confirmed.
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(12) Inasmuch as the item of cash appearing in the balance-sheet is
a broad term and includes balances therein due from other 
banks, the balances thus disclosed should be verified by 
confirmation.
(13) Depositors’ accounts should be tested by selecting accounts
and supervising the mailing of monthly statements.
(14) Deferred income appearing in the balance-sheet, such as un­
earned fees, should be checked with the source thereof and 
the method of recording into income inquired into.
No. 5.
(a) Expenses not specifically related to production should be ex­
cluded from factory overhead. For instance:
1. Interest paid, or charged on investment.
2. All selling and distributing expenses, including storage, insurance,
shipping and delivery of finished goods, advertising, and com­
missions.
3. Expenses on account of idle plant.
4. Administrative and general executive expenses not properly allo­
cable to manufacturing operations.
5. Income taxes.
(b) During periods of materially reduced production, the normal
rate of overhead should be applied against the direct manu­
facturing costs and, per contra, credited to the actual over­
head expenses incurred. At the end of the year, any balance 
remaining in overhead account should be written off directly 
to profit and loss.
No. 6.
(a) On the partnership return the members’ salaries are not de­
ductible from gross income, with the result that the net 
income of the partnership must be shown as $30,000.
The members’ shares of the taxable net income are:
Ashley .......................................................................  $16,200
Brown ........................................................................ 13,800
$30,000
Since the “earned income” of a member of a partnership may 
not exceed 20% of his share of the net profit of the organi-
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zation (computed without deduction for so-called salaries 
to members), the members’ shares of net income must be 
reported in the following manner:
A shley ................
B ro w n ................
Percentage
.................. 60%
..................  40%
Earned
Income
$3,240
2,760
Balance of 
Net Income 
$12,960
11,040
100% $6,000 $24,000
(b) The “earned-income credit,” to which each partner is entitled 
in determining his normal tax net income, is 10% of his 
“earned net income.” If his taxable net income is more than 
$3,000, his earned net income is not considered to be less 
than $3,000.
Assuming that neither partner has any other earned income, 
Ashley will be allowed an “earned-income credit” of $324, 
based upon his earned net income of $3,240. Brown will be 
allowed an “earned-income credit” of $300 since his tax­
able net income is in excess of $3,000, although his earned 
income is only $2,760.
No. 7.
(a) Since the relation between client and auditor is personal and
confidential the information can be given only with the 
client’s consent.
(b) Rule 8 of the rules of professional conduct of the American
Institute of Accountants states: “No member or associate 
shall directly or indirectly solicit the clients or encroach 
upon the business of another member or associate, but it is 
the right of any member or associate to give proper service 
and advice to those asking such service or advice.” Under 
this rule, it appears that the accountant could accept the 
engagement which he has been asked to perform; he has 
not directly or indirectly solicited the engagement.
(c) Rule 4 of the rules states: “No member or associate shall di­
rectly or indirectly allow or agree to allow a commission, 
brokerage, or other participation by the laity in the fees or 
profits of his professional work; nor shall he accept directly 
or indirectly from the laity any commission, brokage, or 
other participation for professional or commercial business
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turned over to others as an incident of his services to 
clients.” As the accountant agreed to contribute 15% of 
his fees, which action appears to be a “participation by the 
laity,” I should consider his position a weak one. His best 
defense would be:
1. I t  is not a commission or of the nature of a commission, but a
voluntary contribution to a cause in which I  am interested.
2. The friends through whom the assignments come do not benefit
directly or indirectly.
3. I t  is reasonable to expect business from friends, and making this
contribution is a  reasonable way to show appreciation.
No. 8.
(1) Examine the year’s minutes for particulars of new issues, re­
tirements or changes in value, options, dividends, etc. See 
that requirements have been met and that considerations 
have been received.
(2) In a first audit the capital-stock accounts, including the treas­
ury-stock accounts, should be examined from their incep­
tion and all particulars of original issue or acquisition and 
subsequent changes noted. These data should be kept avail­
able for all future audits.
(3) If the company has an outside transfer agent and a registrar,
a certificate should be procured from each. If they agree 
with the company’s books, they will be acceptable as ade­
quate confirmation and no other verification of outstand­
ing capital stock is necessary. Any difference should be 
investigated.
(4) If the company has an outside registrar, but keeps its own
shareholders’ ledger and transfer books, the registrar’s cer­
tificate should be procured. If it agrees with the company’s 
books, it will be acceptable as a confirmation of the total 
number of shares outstanding.
(5) If the audit calls for checks or tests of the year’s transactions,
the following additional verification should be made either 
for the entire year or for a certain number of months:
a. Check the entries in the shareholders’ register with the stock
certificate books.
b. Check the transfers to the shareholders’ ledger.
c. Account for all certificates surrendered, see that they are properly
endorsed, canceled, and attached to their stubs.
d. Note if stamps are affixed to issues and transfers.
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(6) The following checks are also in order:
a. List outstanding shares from the stubs of the stock-certificate
books.
b. Check shareholders’ list with the shareholders’ ledger (the total
shares shown as outstanding by ledger and certificate books 
should agree with registrar’s certificate).
c. Prepare list of principal shareholders (optional).
d. Account for all used and unused certificate numbers.
e. Note preferred dividends in arrear.
f. Inspect treasury-stock certificates, and verify the year’s changes
in the account.
(7) In case there is no outside registrar, the above checks will
suffice for an adequate verification of the capital-stock item.
No. 9.
The account with the First National Bank shows a real overdraft 
of $1,000, and on the balance-sheet this amount may be shown 
as a current liability or as a deduction from available deposits 
with any other bank.
The account with the Second National Bank does not show a real 
overdraft, for the $4,000 checks had not been issued. A balance- 
sheet adjustment should be made increasing both cash and lia­
bilities by the amount. The $2,800 actually on deposit may then 
be shown as cash in bank, diminished or not as above indicated 
by the amount of the actual overdraft in the First National 
Bank.
The books need not be adjusted.
No. 10.
(a) In the case of a corporation, examine articles of incorporation, 
by-laws, and minutes—the latter from date of incorporation 
or for a reasonable period prior to the date of the last audit. 
Note and examine salary, bonus, and commission agree­
ments with officers and employees who functioned in the 
period under audit. Note and examine the terms of other 
authorized contracts that affect the current or future opera­
tions and capitalization. Note and examine anything else 
that may bear upon current or future operations and con­
ditions. Confirm, supplement, and complete the information 
by inquiry at the proper source.
Analyze from their origin—
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Capital stock accounts,
Bond, debenture, and long-term loan accounts.
Capital and revenue surplus accounts,
Reserve accounts,
Capital assets and reserves for depreciation,
Investments,
Deferred charges (other than prepayments).
Verify as at the beginning of the audit period—
Opening inventory—note basis of valuation,
Prepayments,
Items of deferred income,
Federal and other tax liability.
Examine previous income-tax returns and S.E.C. registration 
statements.
(b) In the case of a partnership, examine partnership agreement. 
See if previous settlements between partners were made ac­
cording to partnership agreement. Examine partnership 
minutes (if kept) for the same purposes as in a corporation 
(first) audit. Likewise examine contracts and make inquiry.
Analyze from their origin—
Partnership accounts—to see if the annual settlements were in accord 
with the partnership agreement,
Long-term liabilities,
Reserve accounts,
Capital assets and reserves for depreciation,
Investments,
Deferred charges (other than prepayments).
Verify as at the beginning of the audit period—
Opening inventory—note basis of valuation,
Prepayments,
Items of deferred income.
Examine previous partnership returns of income.
Accounting Theory and Practice, Part I, May, 1937
No. 1.
T h e  E nterprise M anufacturing Company 
Explanatory Journal Entries 
December 31, 1935 
(1)
Dr. Cr.
Raw material used .......................................................... $ 80,000.00
Variation in inventory of work in process.................. 60,000.00
Variation in inventory of finished g o o d s .................... 100,000.00
Inventory—raw material ........................................ $ 80,000.00
Inventory—in process.............................................. 60,000.00
Inventory—finished  ............................................ 100,000.00
To charge opening inventories to manufacturing 
and trading accounts.
(2)
Inventories raw material ................................................  75,000.00
In  process .......................................................................... 80,000.00
Finished .............................................................................  120,000.00
Supplies .............................................................................. 8,000.00
Coal ...................................................................................  4,000.00
Catalogs and circulars .................................................... 1,800.00
Tool expense...................................................................... 19,000.00
Horse expense.................................................................... 500.00
Raw material u s e d .................................................... 75,000.00
Variation in inventory of work in process........... 80,000.00
Variation in inventory of finished g o o d s .............  120,000.00
Supplies ...................................................................... 8,000.00
Coal—factory ............................................................ 4,000.00
Perishable tools ........................................................ 19,000.00
H orses.......................................................................... 500.00
Catalogs and circulars ............................................ 1,800.00
To set up closing inventories and to adjust related 
expense accounts.
(3)
Raw material used .......................................................... 450,000.00
Purchases of raw material ....................................  450,000.00
To charge raw material purchases to expense ac­
count.
(4)
Machinery and equipm ent.............................................. 4,000.00
Repairs—machinery ................................................ 4,000.00
To correct error made in charging cost of machin­
ery to repairs.
(5)
Depreciation—auto tr u c k s .............................................. 10,000.00
Depreciation—buildings .................................................. 7,200.00
Depreciation—furniture and fix tu res............................  600.00
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Depreciation—machinery and equipm ent.................... 19,200.00
Depreciation—tools—manufacturing ............................ 11,000.00
Auto trucks—depreciation ...................................... 10,000.00
Buildings—depreciation .......................................... 7,200.00
Furniture and fixtures—depreciation ....................  600.00
Machinery and equipment—depreciation ............  19,200.00
Tools—manufacturing—depreciation .................... 11,000.00
To provide reserves for depreciation of fixed assets 
as follows:
Auto trucks—25% of $40,000 ........................................ 10,000
Buildings—3%  of $240,000 ............................................ 7,200
Furniture and fixtures—10% of $6,000 ......................  600
Machinery:
10% of opening balance of $180,000 ___ $18,000
5% of additions of $24,000 ......................  1,200 19,200
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Tools—manufacturing:
20% of opening balance of $50,000 . . . .  10,000
10% of additions of $10,000 ....................  1,000 11,000
(6)
Amortization—patents .................................................... 1,500.00
Patents—depreciation .............................................. 1,500.00
To provide reserve for amortization of patents—
1/17th of $25,500.
(7)
Bad debts .........................................................................  10,000.00
Accounts receivable—trade ....................................  10,000.00
To write off uncollectible accounts.
(8)
Cash-surrender value of life-insurance po lic ies........  800.00
Premiums on officers’ life insurance ....................  800.00
To take up cash-surrender value of life-insurance 
policies.
(9)
Dividends—common ........................................................ 38,400.00
Dividends—preferred ...................................................... 3,500.00
Dividends payable—January 1, 1936 ..................  41,900.00
To record liability for dividends declared and pay­
able January 1, 1936.
(10)
Surplus ...............................................................................  1,800.00
Taxes—m unicipal.............................................................. 2,000.00
Taxes—m unicipal...................................................... 1,800.00
Accrued taxes—municipal ....................................  2,000.00
To charge surplus for taxes accrued December 31,
1934, but paid and charged to expense during 1935, 
and to set up taxes accrued December 31, 1935.
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( 11)
Interest—paid .................................................................... 500.00
Accrued in te re s t........................................................ 500.00
To accrue interest for two months on notes pay­
able of $50,000 at 6%.
(12)
S u rp lu s...............................................................................  3,200.00
Salaries—executive.................................................... 800.00
Salaries—office ..........................................   1,200.00
Salaries—salesmen .................................................... 1,000.00
Salaries—superintendent.....................................   200.00
To charge surplus with amount of salaries accrued 
December 31, 1934, but not recorded until 1935.
(13)
Labor—direct ...................................................................  6,000.00
Labor—indirect ................................................................ 1,000.00
Salaries—executive .......................................................... 1,600.00
Salaries—office .................................................................  2,400.00
Salaries—salesmen ............................................................ 2,000.00
Salaries—superintendent.................................................. 400.00
Accrued salaries and w ag es .................................... 13,400.00
To set up payroll accrued December 31, 1935.
(14)
Unexpired insurance .......................................................  600.00
Insurance—factory .........................................................  400.00
Insurance—factory .................................................. 600.00
S u rp lu s.......................................................................  400.00
To set up amount of unexpired insurance Decem­
ber 31, 1935, and to credit surplus with amount 
of unexpired insurance December 31, 1934.
(15)
Surplus .............................................................................  64,600.00
Dividends—common ................................................ 57,600.00
Dividends—preferred .............................................. 7,000.00
To charge surplus with amount of dividends paid.
(16)
Surplus ...............................................................................  500.00
Taxes—federal .......................................................... 500.00
To charge surplus account with federal capital- 
stock taxes for 1934 paid in 1935.
(17)
Taxes—federal .................................................................. 500.00
Accrued taxes—federal capital stock ..................  500.00
To charge operations for ½  capital-stock tax from 
June 30, 1936, to December 31, 1936, and to set up 
liability thereon.
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(18)
Federal excess-profits taxes ............................................ 6,120.00
Federal income tax .........................................................  34,017.50
Accrued federal income and excess-profits taxes 40,137.50
To charge operations with excess-profits and in­
come taxes and set up the liability.
Computation of F ederal E xcess-Profits and I ncome T axes
Net profit before t a x ...................................................... $234,200.00
(A) Profit on treasury stock ........................................ 3,000.00
Add: Nondeductible expense:
C h a rity ...........................................................................  2,000.00
Premiums on officers’ life insurance less cash sur­
render value .............................................................. 8,200.00
Net taxable profit ................................................ $247,400.00
Deduct:
12½ % of declared v a lu e ............................................ 125,000.00
Profits subject to excess-profits tax ............................  $122,400.00
5% thereof .......................................................................  $ 6,120.00
Income tax:
13¾ % of net taxable profit of $247,400 ................  $ 34,017.50
(A) I t  is assumed that the 200 shares of treasury stock had a market value 
of $125.00 per share at the time it was taken over by the company at $110.00 
per share in settlement of an outstanding account receivable. Under regulations 
94, the difference of $15.00 per share, or $3,000.00 is taxable income.
Reg. 94, Art. 22 (a )—16
“. . . But if a corporation deals in its own shares as it might in the shares of 
another corporation, the resulting gain or loss is to be computed in the same 
manner as though the corporation were dealing in the shares of another. So 
also if the corporation receives its own stock as consideration upon the sale of 
property by it, or in satisfaction of indebtedness to it, the gain or loss resulting 
is to be computed in the same manner as though the payment has been made 
in any other property. Any gain derived from such transaction is subject to tax 
and any loss sustained is allowable as a deduction where permitted by the 
provisions of the act.”
(1934 Act Art. 22 (a)—16 of Reg. 86 was the same.)
In Allyne-Zerk Company, 29 B.T.A. 1194, affirmed 83 Fed. (2d) 525, it was 
held that where a corporation sold assets for cash and a portion of its own 
stock then outstanding, that it realized taxable gain on the sale to the extent 
of the difference between the cost of the assets and the amount of cash received 
plus the value of its own stock surrendered.
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No. 2.
E xplanatory Entries 
(1)
Dr.
Cash .......................................................................................  $80,000.00
Henry James, capital acco u n t....................................
To record the capital investment made by Henry 
James.
(2)
Oil rights .............................................................................  60,000.00
Cash ...............................................................................
Lease liability—Joseph Wadley ..............................
To record the purchase of oil rights from Joseph 
Wadley, including payment of $16,000 for the rights 
to 160 acres (at $100 per acre), and the agreement 
to pay Wadley from the first oil produced, one-half 
of the net proceeds, after allowance for a one-eighth
Cr.
$80,000.00
16,000.00
44,000.00
royalty, until $44,000 had thus been paid.
(3)
Drilling cost of completed w e lls ........................................ 46,500.00
Drilling cost of uncompleted well .................................... 3,740,00
Casing and tubing, five w e lls ............................................ 21,000.00
Pull rods, pumping jacks and other equipm ent............  1,800.00
Equipment of pumping p la n t ............................................ 5,800.00
Power house covering pumping p la n t .............................. 1,200.00
Tanks .....................................................................................  3,700.00
Cash ...............................................................................
Accounts payable ........................................................
To record the above expenditures made during the 
year 1936, of which $74,740 was paid in cash, and 
the remainder $9,000 unpaid at December 31, 1936.
(4)
74,740.00
9,000.00
Loss on well ruined and plugged .................................... 10,900.00
Casing and tubing salvaged .............................................. 2,600.00
Drilling cost of completed wells ..............................
Casing and tu b in g ........................................................
To record the loss on one of the five completed wells 
which was ruined and plugged as follows:
9,300.00
4,200.00
Cost of well (⅕  of $46,500) ..............  $ 9,300.00
Cost of casing and tu b in g ....................... 4,200.00
T o ta l ...................................................... $13,500.00
Less—Salvaged casing and tubing . . .  2,600.00
Loss ...................................................... $10,900.00
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(5)
Cash .......................................................................................  50,703.10
Accounts receivable.............................................................. 4,926.80
Sales ...............................................................................
To record sales for the year as follows:
Barrels Price Amount
Sold .................... ........ 49,230 $1.13 $55,629.90
Uncollected ........ ........ 4,360 1.13 4,926.80
Collected ............ ........ 44,870 $50,703.10
(6)
Royalties ...............................................................................  6,953.74
Cash ...............................................................................
Royalties payable—to Joseph Wadley ....................
To record the royalty expense as follows:
Rate Amount
Sold ................................ $55,629.90 ⅛  $6,953.74
Collected ...................... 50,703.10 ⅛  6,337.89
Uncollected .................. $ 4,926.80 $ 615.85
(7)
Lease liability—Joseph Wadley ........................................ 22,182.61
Cash ...............................................................................
To record the payment on the lease liability, as
follows:
Total collections ....................................  $50,703.10
Less royalties (⅛  thereof) ....................  6,337.89
Net proceeds........................................ $44,365.21
½ thereof ............................................ $22,182.61
(8)
Lease liability—Joseph W ad ley ........................................ 2,155.47
Due Joseph Wadley ....................................................
To record the amount to be paid to Joseph Wadley 
by William Brown on the “balance of the $44,000 
lease liability out of the net cash proceeds” of the un­
55,629.90
6,337.89
615.85
22,182.61
2,155.47
collected accounts.
Accounts receivable .............................. $ 4,926.80
Less royalties (⅛  thereof) ..................  615.85
Balance ................................................ $ 4,310.95
thereof ............................................ $ 2,155.47
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(9)
Labor ...................................................................................... 3,650.00
Oil, gas, and grease ..............................................................  1,356.00
R ep a irs .................................................................................... 1,685.00
Supplies .................................................................................. 785.00
Water ...................................................................................... 640.00
Taxes .............................   460.00
Insurance ................................................................................ 760.00
Trucking and teaming ........................................................ 395.00
Auto and travel .................................................................. 771.00
General expense .................................................................... 398.00
Accounts p ay ab le .......................................................... 1,600.00
Cash ................................................................................ 9,300.00
To record the operating costs for the year.
(10)
Depreciation—Equipment .................................................. 1,036.75
Reserve for depreciation—equipment ......................  1,036.75
To provide for depreciation for the year, as follows:
Cost of equipment purchased..............  $33,500.00
Less—casing ruined ..............................  1,600.00
B alance.................................................. $31,900.00
½ annual rate (6½ % ) or 3¼ % de­
preciation .................................................. $ 1,036.75
(11)
Depletion ................................................................................ 12,919.70
Reserve for depletion .................................................. 6,399.90
Nontaxable profit ...................................... ..............  6,519.80
To provide for depletion computed as follows:
Net income before depletion ..............  $25,839.41
Depletion allowable (50% of above), 
see note ................................................ $12,919.70
Depletion charged to operations, 49,230
barrels at $1.13 .............................. $ 6,399.90
Nontaxable gain on depletion . . . . .  6,519.80
N ote.—The problem does not state the limitations of allowable depletion. 
The revenue act of 1936, section 114(b) (3), states: “In the case of oil and gas 
wells the allowance for depletion under section 23M shall be 27½  per cent 
of the gross income from the property during the taxable year, excluding from 
such gross income an amount equal to any rents or royalties paid or incurred 
by the taxpayer in respect of the property. Such allowance shall not exceed 
50 per cent of the net income of the taxpayer (computed without allowance 
for depletion) from the property, except that in no case shall the depletion 
allowance under section 23M be less than it would be if computed without 
reference to this paragraph.”
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No. 4,
(a) Sm it h  and Company 
Statement of Income and Expense 
From date to date
Rental income:
2 years a t $30,000 ...................................................... $ 60,000
30 “ “ 40,000 ......................................................  1,200,000 $1,260,000
Expenses:
Cost of lease ................................................................ $ 32,000
Operating expenses
2 years at $6,500 ....................................  $ 13,000
30 “ “ 7,500 ....................................  225,000 238,000
Cost of new b u ild in g .................................................. 210,000
Lease rental—32 years at $20,000 ..........................  640,000 1,120,000
Aggregate net profit, before taxes ................................  $ 140,000
(b) Sm it h  and Company
Statement of Income and Expense
Nineteenth year
Rental income .................................................................. $ 30,000
Expenses:
Lease rental .................................................................. $ 20,000
Operating expenses ...................................................... 6,500
Amortization of cost of lease ...................................... 1,000 27,500
Operating profit, before taxes ...................................... $ 2,500
Sm it h  and Company 
Statement of Income and Expense
Twenty-fifth year
Rental income .................................................................  $ 40,000
Expenses:
Lease rental .................................................................. $ 20,000
Operating expenses ...................................................... 7,500
Amortization of cost of le a s e ....................................  1,000
Amortization of cost of new bu ild ing ...................... 7,000 35,500
Operating profit, before ta x e s ........................................ $ 4,500
N ote.—Nothing was said in the problem about the time required to tear 
down the old building and to rent the new one.
Commercial Law, May, 1937
No. 1.
(a) When, before the time set for performance of a contract, a 
party thereto definitely announces that he will refuse to do some­
thing which he is obligated to do, there is an anticipatory breach. 
This will operate as a present breach only if it is accepted as such 
and acted upon by the other party.
Example: A and B enter into a bilateral contract to sell and buy 
goods at a stated price in the future. Before the time for perform­
ance arrives, the price having fallen, B informs A that no shipments 
will be accepted unless billed at the price in effect on the date of 
shipment. B has committed an anticipatory breach.
(b) A novation is a contract that discharges immediately a previ­
ous contractual duty or a duty to make compensation, and creates a 
new contractual duty, and includes as a party one who neither owed 
the previous duty nor was entitled to its performance.
Example: A creditor and his debtor contract between themselves 
and with a new party that the new party shall be substituted as 
creditor.
(c) Where the contracting parties are both under a mistake re­
garding a fact assumed by them as the basis on which they entered 
into the transaction, the contract is voidable by either party if its 
enforcement would be more onerous to him, except where the party 
seeking to avoid the transaction can obtain reformation or perform­
ance according to the intent of the parties or has been compensated 
for his injury, and except where innocent third persons will be in­
jured by the avoidance. Where the contracting parties mistakenly 
believe a specific person or thing, which is the basis of the contract, 
to exist and it does not exist there is no contract.
(d) Mutual mistake as to the legal effect of the particular words 
chosen may be ground for reformation, but a mutual mistake as to 
what the law is is not ground for relief in the absence of a mistake 
of fact.
No. 2.
The accountant was only to hold the engineer responsible for the 
result of his work and was to have no direction of the method or 
means used by the engineer. In such a case the engineer is not the 
agent of the accountant but is an independent contractor, and the 
vendor of the supplies does not have an enforceable claim against the 
accountant.
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No. 3.
(a) Creditors of the partnership have priority as to partnership 
assets. Creditors of individual partners have priority as to the indi­
vidual assets of a partner.
(b) The solvent partner will have to pay all of the partnership 
losses. In the accounting that will follow, he will have a right against 
the other partners for such amounts as will result in the losses, 
whether of capital or otherwise, being sustained equally by the part­
ners. The uniform partnership act, section 18, provides that losses 
are to be shared in the same way profits are to be shared. I t is fur­
ther provided that, in the absence of an agreement as to how profits 
are to be shared, they are to be shared equally.
No. 4.
(a) The note is negotiable. The signature affixed by a rubber 
stamp complies with section 1 of the negotiable instruments law.
(b) Many states have statutes prohibiting business on Sunday, 
and where there is such a statute a promissory note delivered on Sun­
day would not be enforceable by an original party, such as Morrison 
who knew that the law had been violated.
(c) Without a demand, the note will become overdue a reasonable 
time after its date, which here will be assumed to be the date of issue. 
If, before the expiration of such a reasonable time, a demand is made 
and payment is not made on the day of demand, it becomes overdue 
on the day of demand.
No. 5.
The corporation is a legal entity distinct from its stockholders, un­
affected by changes in the identity of its stockholders, capable of 
bringing and defending suits and doing other acts through agents in 
the corporate name. A corporation is created and its powers defined 
either by a charter given by a legislature, or by a certificate of in­
corporation given by the state after the incorporators have completed 
the necessary acts prescribed by the statutes of the state. The capital 
is created by the sale of stock. Purchasers of stock are stockholders 
and are ordinarily liable only for the amount of their subscription. 
Pre-incorporation subscribers become stockholders upon formation of 
the corporation; post-incorporation subscribers become stockholders 
immediately. The business is carried on by directors elected by the 
stockholders, unless otherwise provided for by statute. Officers are 
elected by the directors, and have such powers as are granted by the 
by-laws or by statute. The powers of the corporation and the con­
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duct of its affairs are prescribed in the constitution and statutes of 
the state and in the certificate of incorporation which is drawn by 
the incorporators. The conduct of its affairs is also prescribed in its 
by-laws which are adopted by the stockholders, or, in some instances, 
by the board of directors.
No. 6.
The defendant contracted to sell “all of its discarded imported 
bags.” The defendant did not comply in that the bags supplied by 
him were not bags discarded by him. While such a variation from 
the exact terms of the contract might be permitted if it were done 
by the defendant in order to make the best performance possible, as, 
for example, if the defendant’s bags had all been destroyed by fire, 
when the defendant by his own decision and voluntary act does 
something distinctly different from the performance provided in the 
contract, he has not performed.
No. 7.
(a) The mortgagor has an insurable interest and may insure for 
his own benefit.
(b) The legally recoverable insurance is measured by the total 
amount of the loss subject to the limitation that recovery cannot be had 
for an amount in excess of the mortgagor’s insurable interest. He has 
an insurable interest to the extent of the value of the whole property 
in states where a mortgage merely creates a lien and to the extent of 
his equity in states where a mortgage is regarded as transferring title.
(c) The mortgagee has no right to or lien on the proceeds of the 
insurance. He should have protected himself by insuring his interest. 
No. 8.
The surety company could utilize these securities in proceeding 
against Roberts on the theory of subrogation. It is not necessary that 
the subrogee, at the time he became bound or at the time of payment 
by him, should have known of the securities in the hands of Peters.
No. 9.
(a) The only negotiable instruments requiring protest are foreign 
bills appearing to be such on their face. They must be protested for 
nonacceptance, and where such bills which have not been dishonored 
by nonacceptance are dishonored by nonpayment, they must be 
protested for nonpayment. The purpose of protest is to facilitate 
proof of dishonor, presentment, demand and nonpayment, etc.
(b) Protest must be made at place of dishonor, on the day of dis­
honor, by a notary (or by a respectable resident of the place of dis­
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honor in the presence of two or more witnesses). The protest is 
annexed to the bill, is under the hand and seal of the person making 
it and specifies: (1) time and place of presentment; (2) the fact of 
presentment and manner thereof; (3) the cause for protest; (4) the 
demand made and answer given, if any, or the fact the drawer or 
acceptor could not be found.
No. 10.
By the statute of frauds a person cannot be held to answer for an 
oral promise to pay the debt of another, and the corporation is an 
entity distinct from its stockholders even though one man owns all 
the stock. There are decisions, however, which indicate that the 
stockholder’s promise in this case would be considered an original 
one not within the statute of frauds, because it was for the benefit 
of a business in which he alone was interested.
No. 11.
(a) One.
(b) During 1937 an employee pays a tax equal to one per cent 
of his wages and the employer pays a tax equal to one per cent of 
the wages paid by him. In determining the wages subject to these 
taxes, only the first $3,000 received by each employee is taxable.
(c) The employer collects the tax to be paid by the employee by 
deducting it from his wages when and as paid, and pays that and his 
own tax to the Bureau of Internal Revenue monthly, the payment 
being due the last day of the following month.
(d) The burden of the taxes falls half on the employer and half 
on the employee.
(e) These taxes are levied on wages only up to $3,000 per year. 
Therefore, the tax would amount to $60 or $30 each from employer 
and employee at the rate of one per cent.
No. 12.
(a) Valid: A threat to bring action is not such duress as to justify 
the recission of a transaction induced thereby, even though there is 
no legal right to enforce the claim, provided the threat is made in 
good faith, that is, in the belief that a possible cause of action exists.
(b) Voidable: By the better rule, a threat of criminal prosecution 
is such a compelling force that acts done under its influence are 
coerced and not voluntary.
(c) Voidable: While the early common law did not regard threats 
to injure third persons as duress, an exception was made in the case 
of threats of injury against the wife or children of the person coerced.
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No. 3.
(a) The company should allow the treasurer $175 per share or 
$70,000, for his stock, and pay him $30,000 cash as shown
below:
2,000 shares of capital stock outstanding ........................ $200,000
Surplus ........................................................................... . 150,000
Book value of 2,000 shares .............................................. $350,000
Per share ................................................................................ $ 175
Book value of 400 shares .................................................. $ 70,000
Treasurer’s shortage .............................................................. 40,000
Amount to be paid in cash to the treasurer .................. $ 30,000
I t would be incorrect to charge the surplus account with the 
shortage of $40,000 as this amount, in the circumstances, 
should appear as a recoverable asset in the balance-sheet.
(b) The transactions should be recorded as follows:
Treasurer .................................................................... $40,000
Inventory ..........................................................
Charging the treasurer with his shortage
Treasury stock ...................................................... 70,000
Treasurer ............................................................
Crediting the treasurer with the book value of 
the shares surrendered, viz.: 400 shares at $175 
or $70,000
Treasurer .................................................................... 30,000
Cash ....................................................................
Recording the cash settlement with the 
treasurer
Surplus .......................................................................  70,000
Treasury s to c k ..................................................
$ 40,000
70,000
30,000
70,000
Recording the distribution of 400 shares treasury stock at the 
rate of share to each of the outstanding 1,600 shares
(c) The company’s capital would remain at $200,000 and the sur­
plus would be reduced to $80,000 as follows:
Surplus before distribution ................................................ $150,000
Deduct—par value of 400 shares distributed as
a dividend ...................................................... $40,000
Surplus attaching to these shares ................  30,000 70,000
Balance after distribution .................. .......................  $ 80,000
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(d) Nothing would be paid to the treasurer.
The transactions would be recorded as follows:
Treasurer .................................................................... $40,000
In v en to ry ............................................................ $ 40,000
Charging the treasurer with his shortage
Treasury stock .......................................................... 40,000
Treasurer ............................................................ 40,000
Crediting the treasurer with the par value of 
the shares surrendered.
There is no surplus and no dividend can legally be distributed. 
The 400 shares remain in the treasury, unless distributed 
for cash or value received.
No. 4.
The net worth being diminished by $50,000, the old partners’ cap­
ital accounts must be adjusted as follows:
Black ............................
Brown ..........................
G re e n ............................
Per
Books
........................  $175,000
........................ 100,000
........................ 45,000
Adjustment
Adjusted
$150,000
85,000
35,000
%
50%
30
20
Amount 
$ 25,000
15,000
10,000
$320,000 100% $ 50,000 $270,000
(a) To procure one-third interest in the new firm, White must
invest one-half of the net worth of the firm, or $135,000.
(b) The balances in the partners’ capital accounts after White’s
admission are adjusted as follows:
After Adjustment
Before
Adjustment % Amount Settlement
Black .............. ..............  $150,000 33⅓ % $135,000 $ 15,000
Brown ............ ..............  85,000 20 81,000 4,000
G re e n .............. ..............  35,000 13% 54,000 19,000*
White .............. ..............  135,000 33% 135,000
$405,000 100 % $405,000 $
* Red.
Green pays $15,000 to Black and $4,000 to Brown.
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(c) The following entry is made on the partnership books:
Black capital account ......................................  $ 15,000
Brown capital a cco u n t......................................  4,000
Green capital account ...................................... $ 19,000
To record the settlement between the three old 
partners so as to bring their capital accounts 
into agreement with their interests in the profits.
No. 5.
Prepaid Royalties
Royalty a t Amounts Dr. Cr. Cr. Charges
Tons 20 Cents Actually Excess Excess Excess Not to the
Year Mined per Ton Paid Payments Recovered Recovered Operations
1........................ . .  $ 10,000 $ 2,000 $ 10,000 $ 8,000 $ $ $ 2,000
2 ........................ 20 000 4,000 10,000 6,000 4,000
3 ......................... 40 000 8,000 10,000 2,000 8,000
4 ........................ 40,000 8,000 10,000 2,000 8,000
5 ......................... 60 000 12,000 10,000 (1) 2,000 12,000
6 ........................ 70,000 14,000 10,000 (1) 4,000 (1)  2,000 16,000
7 ........................ 30,000 6,000 10,000 4,000 (2) 6,000 12,000
8 ......................... 40,000 8 000 10,000 2,000 1(3) 2,000 10,000
9 ......................... 50,000 10,000 10,000 1(4) 2,000 12,000
10........................ 70,000 14,000 10,000 (7) 4,000 14,000
11......................... 150,000 30,000 28,000 (8) 2,000 30,000
12......................... 130,000 26,000 26,000 26 000
13......................... 140,000 28,000 28,000 28,000
14......................... 110,000 22,000 22,000 22,000
15........................ 40,000 8,000 10,000 2,000 2,000 10,000
$1,000,000 $200,000 $214,000 $26,000 $12,000 $14,000 $214,000
N ote.—Applicable years are indicated (1), etc.
Summary of  Royalties Paid
1,000,000 tons mined a t 20 cents per to n .................................................................  $200,000
Excess royalty not recovered:
Paid in the 1st year..................................................................................................  $8,000
Recovered in the 5th and 6th years.......................................................................  6,000
Not recovered......................................................................................................... 2,000
Paid in the 2nd year and not recovered..............................................................  6,000
Paid in the 3rd year and not recovered................................................................ 2,000
Paid in the 4th year and not recovered................................................................ 2,000
Paid in the 15th year and not recovered.............................................................  2,000
T otal............................................................................................................................................ $214,000
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Auditing, November, 1937
No. 1.
Depending upon the circumstances and the degree of the “limited” 
investigation, I would take steps (1) and (2), or (3) and (4) of the 
following steps:
1. A rather general comparison of sales and deposits over a  long period 
should be charted to  ascertain whether both of these factors have been 
fairly constant. As the sales rise and fall, the deposits should normally 
rise and fall also. Consideration in the study should be given to any 
time lag which should be influenced by the terms of sale. The accountant’s 
suspicions should be aroused if the deposits fall off during a period of 
increasing sales.
2. If at all possible, copies of deposit slips should be obtained from the bank 
for the purpose of tracing receipts from the customers’ accounts to the 
slips. Especial attention should be given to the dates of the recorded 
receipt and the dates of deposit. If a delay in making the deposits is 
apparent, it is possible that the employee is helping himself to the cash 
and substituting customers’ checks for the amount he is short. Unan­
nounced counts of the cash on hand with especial attention to any cus­
tomers’ checks in the cash drawer should be made.
While the limitation placed upon the investigation may hold the ac­
countant to steps (1) and (2), it would probably be more desirable, be­
cause of the apparent weakness in the system of internal check to spend 
a little more time on the “horse-back” audit and follow steps (3) and (4).
3. A controlling account should be built up for the current year, at least if 
an opening trial balance of the customers’ accounts, copies of sales in­
voices, copies of sales returns and allowances, journal charges and credits, 
and cash receipts journals are available. A comparison of the balance of 
customers’ accounts as shown by the constructed control account should 
be compared with the trial balance of the individual customers’ accounts 
as taken from the employees detail. If  the records indicate what sales 
were made for cash, and if duplicate, prenumbered receipts or cash-register 
tapes are available, the amount received should be compared with the 
amount of the cash sales.
4. Statements of the customers’ accounts as shown by the employee’s records 
should be prepared. The accountant should then check these against the 
records, stamp them with a request that they be confirmed directly to 
him. He should then enclose self-addressed envelopes, and mail the requests 
himself. The corner card on the envelopes containing the statements should 
request the return of the mail to him in case of nondelivery to the 
addressee.
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No. 2.
When the board of directors, unconditionally, with the subsequent 
approval of the stockholders, transferred $100,000 from earned sur­
plus to bring the preferred-capital-stock account up to the liquidat­
ing value of $100 per share, they “froze” in that amount as perma­
nent capital as effectively as though it had been paid in by the 
stockholders. While transfers may be made from earned surplus to 
capital, transfers from capital stock or capital surplus to earned sur­
plus are not permissible.
Consequently, the difference ($60,000) between the stated value 
of the preferred stock ($100,000) and the par value of the common 
stock ($40,000) should be credited to capital surplus (paid-in sur­
plus) (surplus arising from recapitalization) (surplus arising from 
conversion of preferred stock).
No. 3.
(1) Verification of investments and income therefrom: A schedule 
should be prepared from the securities ledgers just prior to the date 
of the actual count and inspection of the securities, showing:
Dates of purchases.
Description of the securities, including the certificate or bond numbers. 
Number of shares of stock or the par of the bonds owned.
Par value of stock, if any.
Where the securities are deposited, if not on hand.
Cost and market price of the securities.
Interest and dividends received.
If the securities are posted as collateral, with whom, and for what 
purpose.
The securities on hand should be examined by the auditor in per­
son (a representative of the trust should be present) and checked 
against the schedule previously prepared—preferably at the close of 
business on the balance-sheet date. In any event, complete control 
must be maintained until all have been verified to prevent substitu­
tion. Securities out for transfer, delivery, safekeeping, or collateral 
should be verified by direct communication with the transfer agents, 
depositaries, etc. The schedule of securities should be checked 
against the investment account or accounts in the general ledger to 
ascertain that the balances are in agreement.
In his examination the auditor should determine: (1) that the 
bond coupons which are due subsequent to the date of his examina­
tion are intact, and (2) that the stock certificates are in the name of
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the company, or that they are endorsed or accompanied by powers 
of attorney if in other names.
Purchase confirmations should be checked against the purchase 
records. The dates should be especially noted. Brokers’ sales slips 
should be checked against the sales records; and here also, the dates 
should be carefully noted. Tests of the purchases and sales prices 
should be made against official price records, and of the extensions 
and other calculations. The footings and cross-footings of the sales 
and purchases records should be verified, and the postings to the 
investment accounts should be checked.
The dividends and interest record should be checked against the 
official list of dividends declared and interest paid to see that the 
total dividends and interest receivable by the company have been 
received and recorded.
The securities schedule should be checked with that prepared for 
the previous audit, and securities no longer owned should be traced 
through the cash-receipts book to the bank statement to account for 
their disposal. If there were few purchases and sales during the 
period, a detailed audit of such transactions is to be recommended.
Ascertain that any changes in the investment portfolio during the 
year have been approved in the minutes of the investment committee. 
Investigate the propriety of the method employed in determining the 
profit and loss on sales of securities, and verify by computation the 
accuracy of such profits or losses. If any stock dividends or rights 
have been received during the year, investigate the method of valuing 
them, and verify the accuracy of the amounts involved by computa­
tion.
In planning his work, the auditor should arrange for the audit of 
the cash accounts and other negotiable securities simultaneously with 
the audit of the security portfolio.
(2) Verification of disbursements for donations: Ascertain from 
the minutes of the meetings of the executive committee what dona­
tions have been approved. The terms of the donations authorized 
should be investigated to see that the amounts paid are in accord­
ance therewith. The canceled checks should be examined with special 
attention being directed to the endorsements and the location of the 
depository banks.
Determine that the hospital building plans have been approved 
by the appropriate member or members of the fund’s staff, and in­
vestigate the method followed in obtaining bids on hospital construc-
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tion. Payments for completed construction should be supported by 
architects’ certificates.
The adequacy of the system of internal check should be examined 
by the accountant, particularly the control of donations from the 
fund. If practical, confirmations should be obtained from a represen­
tative number of communities to whom substantial donations were 
made.
No. 4.
(1) This type of defalcation illustrates a cash shortage which 
has been covered, temporarily, by check “kiting.”
(2) A brief description of several methods of verifying cash bal­
ances which should disclose this type of defalcation follows:
(a) When the examination is begun on January 18th, a “cut-off” 
and reconcilement of cash should be made as of that date. The cash 
on hand should be verified by count, and a request made of the de­
positaries to confirm the balances as of December 31, 1936, and 
January 18, 1937, and to deliver the bank statements and canceled 
checks (to January 18, 1937) to the auditors direct. After reconcil­
ing the bank accounts as at December 31, 1936, the auditor should 
be able to obtain a partial or, in most cases, a complete verification 
of the outstanding checks at that date in preparing his reconciliation 
of the accounts as at January 18, 1937. If this procedure had been 
followed in this case, the check drawn on Bank B on December 31, 
1936, would have been returned with the other canceled checks, but 
would not have appeared on the list of outstanding checks at De­
cember 31, 1936.
(b) A comparison should be made of the separate deposits shown 
by the bank statements with those shown by the books for the last 
week of the audit period.
(c) The sequence of check numbers issued should be checked for 
at least the last month of the audit period.
(d) The cash receipts and disbursements as shown by the cash­
book should be reconciled and proved with the deposits and with­
drawals as shown by the bank statements for at least the last month 
of the audit period.
No. 5.
(a) At least two answers may be given to this question depend­
ing upon the assumption made by the candidate regarding the pref­
erence of the preferred stock as to assets, dividends, or both. If pre­
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ferred as to dividends only, then it is probable that the consent of 
the stockholders and the secretary of state to reduce the par value 
of the preferred stock to a stated value of $40 per share may readily 
be obtained. If the preference covers assets, the consent may not 
be granted, although permission to reduce the stated value of the 
common may be. In either case, formal action of the stockholders 
recording their consent, and permission of the secretary of state 
should be obtained to write off the deficit against the paid-in surplus 
and the surplus arising from the recapitalization.
(b) The changes should be shown on the balance-sheet at the 
close of the year as follows: [It is assumed in this answer that the 
operating deficit of $1,000,000 is not the net amount of a deficit of 
$1,750,000 less the paid-in surplus of (30,000 shares at $25 each) 
$750,000.]
(1) On the basis that the consent to reduce the values of both
classes of stock was obtained:
Capital stock:
Preferred—15,000 shares of a stated value of $40 per 
share ...................................................................................  $ 600,000
Common—15,000 shares of a stated value of $40 per 
share ...................................................................................  600,000
$1,200,000
Capital surplus:
Premium paid in on 30,000 shares of original issue of
preferred and common s to c k ........................................  $ 750,000
Arising from the reduction of the par value ($100) to
a stated value ($40) of 30,000 shares of preferred and 
common stock .................................................................  1,800,000
T o ta l ...............................................................................  $2,550,000
Deduct—Operating deficit written off ............................  1,000,000
$1,550,000
Earned surplus:
Net profit for the year ended blank date ......................   
Total net worth ..........................................................  
(2) On the basis that the consent to reduce the value of the pre­
ferred stock could not be obtained:
Capital stock:
Preferred—15,000 shares of a par value of $100 each . .  $1,500,000
Common—15,000 shares of a stated value of $40 each 600,000
$2,100,000
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Capital surplus:
Paid in on original issue of preferred and common 
stock (30,000 shares a t $25 each) ................................ $ 750,000
Arising from the reduction of a par value of $100 each 
to a stated value of $40 each on 15,000 shares of 
common stock .................................................................  900,000
T o ta l ...............................................................................  $1,650,000
Less—Operating deficit written off .................................. 1,000,000
$ 650,000
Earned surplus:
Net profit for the (current) y e a r ...................................... ..................
Total net w o r th ............................................................    
Subsequent balance-sheets should note that the balance in the 
earned surplus dates from (blank date).
No. 6.
Prepare a trial balance of the general ledger to learn of any un­
usual assets, liabilities, income, cost, or expense items. Examine the 
articles of incorporation and by-laws. The minutes of the meetings 
of the board of directors and stockholders should be examined from 
the date of incorporation to note any salary, bonus, and commission 
agreements, and to learn of any contracts, or anything else, affecting 
current or future operations. Extracts should be taken for the ac­
countants’ files.
Examine and analyze from the date of their origin the capital- 
stock, surplus, fixed-liability, reserve, investment, fixed-asset, re­
serve-for-depreciation, and deferred-charge accounts.
It will also be necessary to verify as of the beginning of the period 
such items as the opening inventories, prepaid expenses, tax liabili­
ties, and deferred-income accounts. The previous income-tax returns, 
examining agents’ reports, and correspondence with the Bureau of 
Internal Revenue should also be read and noted.
No. 7.
The monthly statements of the six creditors should be checked 
against the client’s voucher register or accounts-payable ledger, and 
any exceptions should be carefully noted. These exceptions should be 
investigated by reference to invoices, debit or credit memoranda, re­
ceiving records, correspondence files, or other supporting data.
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No. 8.
(1) If personnel records are available which show the date each 
employee was released, any improper payments should be disclosed 
by comparison of the date the employee was released as indicated 
by the payrolls with the date of release as shown by the personnel 
records. If personnel records are not available, reference should be 
made to time cards, social-security records, timekeeper’s records, or 
job tickets.
(2) If signed receipts were obtained for wages paid to casual 
labor and for wages paid through the usual payroll channels, a check­
ing of these receipts against the payments made from the paymas­
ter’s cash fund and against the payroll records should disclose dupli­
cate charges. Another method would be to prepare a list showing 
the name of the employee, his number, period covered, and the 
amount paid from the paymaster’s cash fund, and to compare this 
list with the regular payroll records for the same dates.
(3) A comparison of the wages paid as shown by the payrolls 
should be made with the receipts held by the paymaster. If it is sus­
pected that forged receipts have been submitted, the signatures 
should be verified by reference to receipts obtained for previous pay­
ments, or by comparison with the signatures appearing on the em­
ployee’s application blank. The paymaster should, of course, be re­
quired to account for all payments not supported by receipts.
No. 9.
The daily tipple-weight sheets for several months during the pe­
riod should be checked against the summaries of tonnage produced, 
to ascertain that these summaries have been properly prepared. The 
record of tonnage produced should be reconciled with the tonnage 
sold for each month in the period, after allowing for inventories, 
waste, poor coal sorted out, etc. Normal differences between coal 
mined and sold should be discussed with the mine superintendents, 
and any wide variation from month to month should be investigated 
and satisfactorily explained. Copies of invoices for several months 
should be obtained and checked for extensions and for price (against 
actual market prices for that particular kind of coal). The tonnage 
shown on the invoices should be totaled for several months and 
checked against the monthly totals. Tests may also be made of the 
tonnage billed against the shipping records of tonnage shipped.
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No. 10.
The auditor should inspect the policies and prepare a schedule 
showing:
1. The number of the policy.
2. The name of the insurance company.
3. The amount of insurance.
4. The type of insurance (ordinary life, term, etc.).
5. The amount of the premiums.
6. The cash surrender values.
7. The name of the person whose life is insured.
8. The name of the beneficiary.
9. The amount of any lien and the nature thereof.
10. Any other information indicated in any riders attached to the policies.
Written confirmation should be obtained directly from the insur­
ance companies as to the amounts of insurance, the amount and ex­
planation of any liens against the policies, the cash surrender value 
of the policies at the balance-sheet date, the amount of any unpaid 
premiums, and assurance that all rights and interests are vested in 
the corporation.
On the balance-sheet, the cash surrender value should be shown 
as a separate item (not among the current assets) with the amount 
of any loans as a deduction. The excess of premiums paid over the 
increase in cash-surrender values during the period should be charged 
as an operating expense. Interest paid or accrued on the loans should 
be charged to interest expense.
No. 11.
(1) That portion of the federal income tax applicable to the 
profit on the sale of securities which were a part of corpus should 
be charged to corpus, and the remainder to income. The apportion­
ment between corpus and income may be obtained by applying to 
the tax paid the ratio which the taxable gain on the sale of the 
securities bears to the total taxable income.
(2) Corpus.
(3) Corpus.
(4) Corpus.
(5) Corpus.
(6) Income (unless they are special assessments which increase 
the value of the property, in which case the charge should be to 
corpus).
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No. 12.
The primary purposes of a second bank reconciliation are to en­
able the auditor to verify the checks outstanding at the first recon­
ciliation; to ascertain that there were no unrecorded checks at that 
date which were subsequently paid by the bank; and to discover 
kiting, window dressing, and other irregularities.
No. 13.
The looseness in the system of internal check in this case would 
necessitate a more detailed audit, particularly of the cash and ac­
counts receivable.
Considerable tact should be used in suggesting improvements in 
the system to the management and employees, in as much as their co­
operation is necessary.
I would recommend that the employee who handles the cash should 
not have access to or control of the customers’ accounts or state­
ments. Someone not subject to the bookkeeper should open the mail 
and list the receipts before they are turned over to the cashier. All 
incoming receipts should be deposited intact, and the practice of 
cashing checks from the incoming currency should be stopped. An 
imprest fund should be established and reimbursed only by properly 
approved vouchers.
No. 14.
In this case, where the bank and currency transactions have been 
mingled in a general cashbook, it will be necessary to confirm the 
bank balances at the date of the currency count (during August) as 
well as at June 30th, the closing date of the fiscal year. Further­
more, extreme care should be exercised in examining the payments in 
currency since the closing date, in order to determine that all of the 
miscellaneous cash receipts since suspension of the rule that all re­
ceipts should be deposited in the bank have been properly accounted 
for.
Accounting Theory and Practice, Part I, November, 1937 
No. 1.
W h it e  P aper Company
Balance-sheet 
December 31, 1936 
Assets
Current assets:
Cash .............................................................
Trade accounts receivable:
Assigned under factoring agreement:
Credit risks assumed by f a c to r___ $ 200,000
Credit risks not assumed by factor . $ 35,000
Less—reserve for bad d e b ts .......... 3,500 31,500
Other accounts—not assigned.............. $ 15,000
Less—reserve for bad debts ..........  4,500 10,500
Inventories:
Assigned under factoring agreement:
Paper and p u lp .................................. $ 265,000
Pulp wood at m i l l .............................. 75,000 $ 340,000
Logging in progress—assigned to bank 95,000
Mill supplies .......................................... 80,000
Total currents a sse ts ..........................
Cash in closed bank (estimated amount re­
ceivable) ......................................................
Deferred charges:
Bond discount and expenses .................. $ 27,000
Woods operations ...................................... 13,600
Unexpired insurance .................................................... 4,300
Other deferred charges................................................ 2,900
Total deferred charges ......................
Fixed assets:
Land, buildings, plant .............................. $2,000,000
Less—reserve for depreciation on build­
ings, and plant ..................................  730,000 $1,270,000
$ 50,000
242,000
515,000
$ 807,000
3,500
47,800
Timberlands ................................................
Less—reserve for depletion ..................
$1,350,000
270,000 1,080,000
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Logging and miscellaneous equipment— 
n e t .............................................................  22,000
Plant additions in p rogress......................  16,000
Total fixed assets .............................. 2,388,000
$3,246,300
Liabilities and Net Worth
Current liabilities:
Notes payable—banks (secured by logging in progress) $ 47,500
Notes payable—o th e r ...................................................... 16,000
Accounts payable—trade ................................................ 157,500
Amity Finance Corporation—factor—secured by as­
signment of accounts .................................................. 377,200
Taxes payable—property, stumpage, etc...................... 23,000
Accruals:
Payrolls .........................................................................  $ 7,000
Bond interest (overdue, $30,000 payable November 
1, 1936) ...................................................................... 40,000 47,000
Total current liabilities .................................... $ 668,200
First mortgage, 6% bonds—due November 1, 1947 .. 1,000,000
Net worth:
Capital stock—5,000 shares of $100 each ..................  $ 500,000
Capital surplus arising from appreciation of properties 900,000 
Earned su rp lu s .................................................................. 178,100
Total net worth ........................................................ 1,578,100
$3,246,300
N ote.—An equally acceptable balance-sheet presentation would show the 
$200,000 of assigned accounts as a deduction from the balance of $377,200 owed 
to the factor.
R econciliation of Current Accounts of Am ity  F inance Corporation 
and W h it e  P aper Corporation as at D ecember 31, 1936
Credit balance on books of White Paper Com­
pany before adjustment ....................................  $365,000
Add—Credits per journal entry No. 1:
Discounts a t 1% on approved risks collected $ 2,500
Discounts at 2% on risks not approved col­
lected .................................................................. 600
Discounts at 1% on uncollected accounts 
transferred ........................................................ 2,350
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Factoring commissions:
1% on approved accounts transferred De­
cember 1st .................................................... 3,500
1% on approved December sales transferred
December 31st ............................................ 1,000
Interest on advances ..........................................  2,250
Balance per books of White Paper Company ..
Deduct—Uncollected accounts assigned to Amity 
Finance Corporation but carried on the 
books of White Paper Company among 
current assets:
Credit risks approved:
Total assigned .................................................. $450,000
Less—Amount collected ............................  250,000 $200,000
Credit risks not approved:
Total assigned ................................................ $ 65,000
Less—Amount collected ............................ 30,000 35,000
Balance per books of Amity Finance Corporation
12,200
$377,200
235,000
$142,200
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W h ite  P aper Company 
Journal Entries—December 31, 1936
(1)
Surplus ...................................................................... $ 12,200
Amity Finance Corporation ........................
To charge off the following:
Discounts on approved risks collected........ $ 2,500
Discounts on not approved risks collected .. 600
Discounts on uncollected accounts................  2,350
Factoring commission 1% of approved risks:
Transferred December 1, 1936 ................  3,500
December sales transferred December 31st 1,000
Interest on advances ......................................  2,250
12,200
Total .......................................................... $ 12,200
(2)
Surplus ...................................................................... 8,000
Reserve for bad debts ....................................
To provide for uncollectible accounts as follows:
10% of risks not approved—$35,000 ........  $ 3,500
30% of accounts not assumed—$15,000 . . .  4,500
8,000
Total .............................................................. $ 8,000
(3)
Surplus .....................................................................  10,000
Bond interest accrued ....................................
To provide for bond interest accrued (6% on 
$1,000,000) for period November 1, 1936, to 
December 31, 1936.
No. 2.
10,000
A B C  M anufacturing Company
(A copartnership)
Adjusting and Closing Journal Entries—May 31, 1937
(1)
Capital account:
A ...........................................................................................  $
B ...........................................................................................
C ...........................................................................................
Drawing account:
A ...........................................................................................
B ...........................................................................................
C ...........................................................................................
To charge capital accounts of partners with drawings to 
date.
6,000
6,000
6,000
$ 6,000 
6,000 
6,000
ACCOUNTING—NOVEMBER, 1937 155
(2)
Capital account, A ..................................................................  7,900
Capital account, B ..................................................................  7,900
Capital account, C ................................................................... 1,900
General expense ........................................................................  300
Life insurance premiums ..................................................
To charge partners for personal insurance; to spread ex­
pense of C’s insurance, paid by partnership; and to 
charge general expense with $300 premium, paid in 1937
18,000
on policy on C’s life.
A personal .......................................................... $ 6,000
B personal ..........................................................  6,000
A ⅓  of $5,700 ....................................................  1,900
B ⅓  of $5,700 ....................................................  1,900
C ⅓  of $5,700 .................................................... 1,900
E xpense ................................................................  300
Total ................................................................ $18,000
(3)
Cash surrender value of insurance p o licy .............................. $ 5,100
Capital account, A ............................................................
Capital account, B ............................................................
Capital account, C ............................................................
To set up C.S.V. of C’s insurance policy paid by partner­
ship.
N ote.—A portion of this C.S.V. accrued during the period, 
but since the effect upon the final distribution to the 
partners is the same, the entire amount is credited to the 
partners in their profit-sharing ratio (equally).
(4)
General expense .........................................................................  1,175
Reserve for doubtful accoun ts............................................
To provide for bad debt losses on basis of ½  of 1% of 
sales, $235,000.
(5)
$ 1,700 
1,700 
1,700
1,175
Factory expense .......................................................................... 1,425
Selling expense...........................................................................  250
Reserve for depreciation ................................................
To provide for depreciation on fixed assets, as follows:
5/12 of 10% on ($34,200) machinery.
5/12 of 20% on ($ 6,000) delivery equipment.
(6)
1,675
Accounts payable ...................................................................... 12,750
Expenses p ay ab le ........................................................................ 975
Cash .....................................................................................
To record payment of outstanding current liabilities.
13,725
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(7)
Capital account, C ...................................................................  5,100
Cash surrender value of insurance policy .................... 5,100
To transfer to C the insurance policy heretofore carried by 
the partnership.
(8)
Merchandise ...............................................................................  $ 63,250
Purchases .....................................................................................  52,050
Merchandise ........................................................................ $ 52,050
Purchases .............................................................................  63,250
To take opening inventory into purchases and set up clos­
ing inventory, at 12-31 and 5-31, respectively.
(9)
Supplies inventory ...................................................................  2,200
Factory expense .................................................................. 2,050
Selling expense .................................................................... 100
General expense.................................................................. 50
To set up supplies inventories on hand at May 31, 1937.
(10)
Capital account, C ...................................................................... 5,400
Note receivable .................................................................. 5,400
To transfer note receivable to C’s capital account.
(11)
Profit and loss ...........................................................................  1,680
Sales .............................................................................................  235,000
Cash discounts on purchases.................................................... 980
Recoveries of accounts written o f f ........................................  140
Inventory—May 31, 1937 (variation) ....................................  11,200
Cash discount on sa les........................................................ 1,050
P urchases.............................................................................. 65,000
Factory labor ...................................................................... 137,500
Factory expenses ................................................................ 10,875
Selling expenses .................................................................. 22,000
General expenses ................................................................ 12,575
To close operating accounts into profit and loss.
(12)
Capital account:
A ...........................................................................................  560
B ...........................................................................................  560
C ...........................................................................................  560
Profit and loss .......................................................................  1,680
To close loss into partners’ accounts in profit-sharing ratio 
(equally).
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E ntries R ecording th e  Sale of Assets, th e  L iquidation of th e  
Copartnership and th e  F inal Closing of its Books
(A)
Goodwill .....................................................................................  $ 15,000
Machinery ...................................................................................  5,475
Reserve for bad debts ......................................................
Merchandise inventory ....................................................
Delivery equipment ............................................................
Supplies inventory ............................................................
Capital accounts:
A .......................................................................................
B .......................................................................................
C .......................................................................................
To record the adjustments to the amounts at which the 
assets were sold to A and to credit the partners with their 
respective shares in the net increase in such revaluations, 
as follows:
$ 560
13,250 
2,000 
1,200
1,155
1,155
1,155
Assets
Machinery and equipment . 
Delivery equ ipm en t............
Value 
per books
. . $34,200
3,000
Selling
price
Gain or 
loss
Total .............................. .. $37,200
Less—depreciation............ 28,675
Net value .......................... .. $ 8,525 $12,000 $ 3,475
Goodwill ................................ .. Nothing 15,000 15,000
Merchandise inventory . . . . .. $63,250 50,000 13,250
Supplies inventory .............. .. $ 2,200 1,000 1,200
Accounts receivable ............ ..  $19,135
Less—reserve .................... 4,575
Net value .......................... .. $14,560 14,000 560
Net gain .....................................................................  $ 3,465
The gain of $3,465 is distributed equally ($1,155) to each 
partner.
(B)
Cash .............................................................................................  $ 1,105
Capital account, C .............................................................  $ 1,105
To record receipt of cash from C in payment of the debit 
balance in his capital account.
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(C)
Capital account, A .................................................................. $ 51,105
Notes receivable ..........................................................................  40,895
Reserve for depreciation............................................................ 28,675
Reserve for bad d e b ts ................................................................ 5,135
Accounts receivable .......................................................................... 19,135
Merchandise inventory .................................................................... 50,000
Machinery and equipm ent.............................................................  39,675
Delivery equipm ent............................................................  1,000
Supplies inven to ry ..............................................................  1,000
Goodwill ...........................................................................................  15,000
To charge A’s capital account with the amounts a t which 
the assets were sold to him and to record the notes re­
received from him, said notes maturing monthly in equal 
amounts over a period of 15 months.
(D)
Capital account, B ...................................................................  $51,105
Notes receivable .................................................................. $ 40,895
Cash .....................................................................................  10,210
To record the closing of B’s capital account, which was 
settled with notes of $40,895 and cash of $10,210.
T h e  J ournal E ntry R equired to Open  th e  Books of the 
Sole P roprietorship of A
Accounts receivable....................................................................
Merchandise in v en to ry ..............................................................
Machinery and equipment ......................................................
Delivery equipm ent....................................................................
Supplies in v en to ry ......................................................................
Goodwill .....................................................................................
Notes p ay ab le ......................................................................
Reserve for bad debts ......................................................
Capital account ..................................................................
To record on the books of A the assets taken over from 
the A B C  Manufacturing Company and the liabilities in­
curred by A.
$ 19,135 
50,000 
11,000 
1,000 
1,000 
15,000
$ 40,895 
5,135 
51,105
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No. 3.
Before proceeding very far in his solution of this problem, the 
candidate must pause to answer the question: “What, if anything, 
must be done about allocating the surplus accounts or the deficit 
accounts of the subsidiaries as between the preferred stocks and the 
common stocks of those companies?”
It should be noted that the preferred stocks are entitled to “$100 
per share plus accrued dividends” upon liquidation. In the case of 
Companies C, D, and E, there are no surplus balances from which 
dividends may be paid, so in those cases, the eliminations of invest­
ments in preferred stocks would be at the par value of $100. In the 
case of Company B which had a surplus balance and an earning of 
$10,000 for the current period, the candidate has an option by which 
he either may set up an accrual of a dividend on the noncumulative 
preferred stock of (6% of $100,000) $6,000, or make no such pro­
vision. The treatment depends upon the terms under which the stock 
was issued, which terms are not stated in the problem.
The candidate may assume that the terms provided that the hold­
ers of the preferred stock were entitled to the company’s profits in 
any given year up to the amount of the specified dividend, in which 
case, the $6,000 would represent a liability. On the other hand, if 
the terms do not specifically provide for the liability unless declared 
as such by the board of directors, they, acting in good faith, may 
pass the noncumulative dividend although an adequate profit had 
been made. In such a case, the noncumulative preferred stockholders 
have no claim to the earnings of that year. In this solution, no pro­
vision is made for a dividend liability of $6,000. If it were, the solu­
tion would be changed to give effect to the following division of the 
surplus of Company B:
Earned Surplus
Holding
Company
Minority
Interest
 
Total
Accrued dividend applicable to preferred stock
(minority interest 60%) ................................ $ 2,400 $ 3,600 $ 6,000
Remaining surplus for common stock (minority
interest 20%) .................................................... 115,200 28,800 144,000
Totals .......................................................... $117,600 $32,400 $150,000
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In the following solution, this treatment would result in an increase 
in minority interest of $2,400, and a decrease in the consolidated 
surplus of like amount.
I t will also be noted that the net deficit of Company C is applied 
against the accounts payable of $200,000 in the solution, in as much 
as the creditors are the stockholders.
(a) See pages 162 and 163.
Explanations of Adjustments and Eliminations in  Work 
Sheet
(1) To eliminate the investments in the capital stock of the sub­
sidiaries.
(2) To eliminate the deficit account of C Company, as follows:
To minority interests (40%) in:
Capital stock ........................................................ $40,000
Accounts payable ................................................ 32,000
$ 72,000
To A Company:
Reserve against investment .................................................. 59,999
Earned surplus ........................................................................ 48,001
Total ...................................................................................  $180,000
(3) To eliminate intercompany accounts between companies A 
and C.
162 A N S W E R S
A Company and I ts Subsidiaries 
Work Sheet
Balance-sheet Balance-sheet Balance-sheet
Company A Company B Company C
Dr. Cr. Dr. Cr. Dr. Cr.
Investment in B Company: $  $  $  $  $  $
800 shares common, 80% interest.. . .  80,000
400 shares preferred, 40% in te rest.. .  40,000
Investment in C Company:
600 shares common, 60% in terest.. . .  60,000
Reserve against investment in C Com­
pany........................................................  59,999
Investment in D Company:
1,000 shares common, ⅔  interest___ 100,000
800 shares preferred, 80% in terest.. .  80,000
Investment in E Company:
1,900 shares common, 95% in teres t.. 190,000
400 shares 2nd preferred, 80% interest 40,000
Account receivable, C Company............  300,000
Other assets...............................................  69,999 350,000 420,000
Account payable, A Company................ 300,000
Accounts payable, minority stockholders 200,000
Capital stock, A Company...................... 500,000
Common stock, B Company................... 100,000
Preferred, 6% noncumulative, B Com­
pany........................................................  100,000
Common stock, C Company................... 100,000
Common stock, D Company..................
Preferred, 6% cumulative, D Company
Common stock, E Company...................
1st preferred, 6% cumulative, E  Com­
pany........................................................
2nd preferred, 6% cumulative, E  Com­
pany........................................................
Earned surplus, A Company................... 400,000
Earned surplus, B Company...................
A Company’s share, 80%....................  150,000
Minority interest, 20% ........................
Deficit, C Company.................................  180,000
Deficit, D Company.................................
A Company’s share, 66⅔ % ................
Minority interest, 33⅓ % ....................
Deficit, E Company.................................
A Company’s share, 95% ....................
Minority interest, 5% ..........................
Totals.............................................. $959,999 $959,999 $350,000 $350,000 $600,000 $600,000
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Companies B, C, D, and E 
Blank Date
Capital
Stock and Minority Interest
Balance-sheet 
Company D
Balance-sheet 
Company E
Adjustments and 
Eliminations Assets
dated
Surplus
Capital
Stock
Surplus
Deficit*
Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Cr. Cr.
$ $ $ $ $ $ $ $ $ $
(1) 80,000
(1) 40,000
(1) 60,000
(2) 59,999
(1) 100,000 
(1) 80,000
(1) 190,000 
(1) 40,000 
(3) 300,000
244,000 155,000 1,238,999
(3) 300,000
(2) 32,000 168,000
500,000
(1) 80,000 20,000
(1) 40,000 60,000
(1) 60,000
(2) 40,000
150,000 (1) 100,000 50,000
100,000 (1) 80,000 20,000
200,000 (1) 190,000 10,000
100,000
50,000(1) 40,000 
(2) 48,001
100,000
10,000
351,999
120,000
30,000
(2) 180,000
6,000
4,000*
2,000*
195,000
185,250*
9,750*
1250,000 $250,000 $350,000 $350,000 $1,070,000 $1,070,000 $1,238,999 $782,749 $438,000 $18,250*
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(b) A Company and I ts Subsidiaries— Companies B, C, D, and E 
Consolidated Balance-sheet
Blank Date
Assets
Total assets ...........................................................................................  $1,238,999
Liabilities and Net Worth
Minority interests:
B Company:
Preferred stock (60%) .............................................. $ 60,000
Common stock (20%) .............................................. 20,000
Surplus (20%) ............................................................ 30,000
------------ $ 110,000
C Company:
Accounts payable ........................................................ $200,000
Less:
D eficit...................................................... $180,000
Capital stock ........................................ 100,000
Net d e fic it.......................................... $ 80,000
40% thereof ........................................................ 32,000
------------ 168,000
D Company:
Preferred stock (20%) ..............................................  $ 20,000
Common s to c k ..........................................  $150,000
Less: deficit ..............................................  6,000
Net .......................................................... $144,000
33½ % th e re o f ...................................... ...................  $ 48,000
------------ 68,000
E Company:
1st preferred stock (100%) ......................................  $100,000
2nd preferred stock (20%) ...................................... 10,000
Common s to c k .......................................... $200,000
Less: deficit .............................................. 195,000
Net .......................................................... $ 5,000
5% thereof .............................................................. 250 110,250
Total minority interest ........................................................ $ 456,250
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Net worth:
Capital stock .................................................................... $500,000
Consolidated surplus ...................................................... 282,749 $ 782,749
Total liabilities and net worth .......................................... $1,238,999
N ote.—The preferred stocks of the subsidiary companies are callable a t $110 
per share plus accrued dividends and upon liquidation are entitled to $100 per 
share plus accrued dividends.
Dividends in arrears on the preferred stocks of the subsidiary companies are 
shown in schedule (c).
(c) A Company and I ts Subsidiaries— Companies B, C, D, and E 
Schedule of Dividends in Arrears on Preferred Stock
At blank date
Applicable to 
Company Minority
A Interests Total
Company D:
4½  years at 6% on $100,000 of preferred stock:
A Company interest (80%) ......................  $21,600
Minority interest (20%) ............................  $ 5,400 $27,000
Company E:
1½ years at 6% on $100,000 of 1st preferred 
stock ....................................................................  9,000 9,000
4 years at 6% on $50,000 of 2nd preferred 
stock:
A Company interest (80%) ......................  9,600
Minority interest (20%) ..........................  2,400 12,000
Totals $31,200 $16,800 $48,000
N ote.—If the dividend on the noncumulative 
preferred stock of B Company were accrued, the 
above schedule would show as an addition.
Company B:
1 year at 6% on $100,000 of preferred stock:
A Company interest (40%) ......................  $ 2,400
Minority interest (60%) ............................  $ 3,600 $ 6,000
Which would increase the totals to . . . .  $33,600 $20,400 $54,000
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No. 4.
City  of Croix
For the Year Ended December 31, 1936 
(1)
General licenses .......................................................... $ 10,700.00
Liquor licenses ............................................................ 63,000.00
Interest on taxes ........................................................ 22,000.00
City clerks’ f e e s .......................................................... 700.00
Building permits ........................................................ 2,500.00
Bureau of health fees .............................................. 5,400.00
Police court fines .................................................... 3,000.00
Taxes to be raised .................................................... 1,018,312.10
Department of public works ..........................
Department of revenue and finance ..............
Department of public sa fe ty ............................
Department of public a ffa irs ..........................
Department of parks and public property . . .
Interest on b o n d s ..............................................
Retirement of b o n d s ..........................................
Interest on notes ................................................
Overexpenditures of 1935 appropriations . . .
Taxes canceled—1935 ......................................
To record the budget for the year 1936 as 
adopted by the governing body.
(2)
Taxes receivable, 1936 .............................................. 1,018,603.75
Taxes to be ra is e d ..............................................
Surplus revenue ..................................................
To record the actual amount of taxes levied for 
the year 1936, and to credit surplus revenue 
with the excess over the amount budgeted.
$ 275,450.00 
48,500.00 
535,375.00 
190,000.00 
60,000.00 
3,500.00 
7,000.00 
4,500.00
437.10
850.00
1,018,312.10
291.65
(3)
Deferred charges ........................................................
Improvements in progress ...............................
To transfer the cost of improvements completed 
during the year 1936.
(4)
Serial bonds ................................................................
Deferred charges ................................................
To record the retirement of serial bonds from 
the current fund.
(5)
General licenses ..........................................................
Liquor licenses . .........................................................
City clerks’ fees .........................................................
Building permits ........................................................
30,000.00
7,000.00
54.00
125.00
25.00
30.00
30,000.00
7,000.00
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Miscellaneous fees ...................................................... $ 250.00
Interest on taxes ................................................
Bureau of health f e e s ........................................
Police court f in es ................................................
Surplus revenue ..................................................
To transfer the net excess of revenues over the 
amount budgeted to surplus revenue for the
$ 100.00 
50.00 
75.00
259.00
year 1936.
(6)
Department of public works ..................................  4,000.00
Department of revenue and finance ......................  1,000.00
Department of public safety ..................................  9,500.00
Department of public a ffa irs ....................................  2,000.00
Department of parks and public property ..........  700.00
Accounts payable—current fund ....................
To record the unpaid bills applicable to the year
1936 which were unpaid at December 3 1 , 1936.
17,200.00
(7)
Department of public w o rk s .................................... 770.00
Department of revenue and finance ......................  150.00
Department of public safety ..................................  625.00
Department of public affairs ..................................  675.00
Department of parks and public p ro p e r ty ............  200.00
Interest on n o te s ........................................................  200.00
Surplus revenue ..................................................
To transfer the unexpended balances in the
above accounts to surplus revenue.
City  of Croix
For the Year Ended December 31, 1936 
(8)
Cash (current fund) ................................................  $1,237,794.25
Taxes receivable:
1932 ..................................................................
1933 ..................................................................
1934 ..................................................................
1935 ..................................................................
1936 ..................................................................
General licenses ..................................................
Liquor licenses ..............................................
Interest on taxes ................................................
City clerks’ fees ..................................................
Building permits ................................................
Bureau of health fees ........................................
Police court fines ..............................................
Miscellaneous fees ..............................................
Tax revenue notes—1936 ..................................
To record the summary of receipts for the year 
1936 (current fund)
2,620.00
$ 1,012.75
5,475.63 
6,125.47
115,245.78
787,375.62
10,754.00
63,125.00
21,900.00
725.00
2,530.00
5,350.00
2,925.00
250.00
215,000.00
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(9)
Department of public works .................................. $ 270,680.00
Department of revenue and finance ......................  47,350.00
Department of public s a fe ty ....................................  525,250.00
Department of public a ffa irs ....................................  187,325.00
Department of parks and public property ..........  59,100.00
Interest on bonds ...................................................... 3,500.00
Retirement of b o n d s ..................................................  7,000.00
Interest on notes ........................................................  4,300.00
Tax revenue notes—1933 ..........................................  7,000.00
Tax revenue notes—1934 ..........................................  6,000.00
Tax revenue notes—1935 ..........................................  114,000.00
Accounts payable—current fund ............................  16,751.00
Cash (current fund) ........................................
To record the summary of expenditures for the
year 1936 (current fund)
(10)
Cash (capital fund) .................................................. 30,000.00
Serial bonds ........................................................
To record the proceeds of a serial bond issue 
which was sold at par during the year 1936.
( 11)
Improvements in progress ........................................  5,900.00
Notes payable ............................................................ 30,000.00
Accounts payable—capital fund ..............................  7,343.57
$1,248,256.00
30,000.00
43,243.57Cash (capital fund) ........................................
To record the summary of capital expenditures
for the year 1936 (capital fund)
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(1) City  of Croix
Balance-sheet
December 31, 1936
ASSETS LIABILITIES
Current F u nd : Current F u nd :
Cash ............................ $ 5,020.59 Tax revenue notes:
Taxes receivable: 1934 .. $ 2,000.00
1932 ..  $ 904.91 1935 .. 9,000.00
1933 . . 1,832.51 .1936 . . 215,000.00 $226,000.00
1934 .. 2,007.64 —
1935 .. 7,924.87 Accounts payable . . . . 18,050.00
1936 . . 231,228.13 243,898.06 Surplus revenue ........ 4,868.65
Total .................... $248,918.65 Total ........................ $248,918.65
Capital F und : Capital F und :
Cash ............................ $ 4,567.38 Serial bonds ................ $ 49,000.00
Improvements in prog­
ress .......................... 15,052.62 Notes p ay ab le ............ 19,000.00
Deferred charges . . . . 48,380.00
Total .................... $ 68,000.00 Total ........................ $ 68,000.00
Grand Total . . . . $316,918.65 Grand Total .......... $316,918.65
(2) City  of Croix 
Statement of Surplus Revenue Changes 
For the year ended December 31, 1936
Balance, December 31, 1935 .................................................................. $ 1,698.00
Add:
Excess of the actual amount of taxes levied for the 
year 1936 over the amount budgeted ......................  $ 291.65
Net excess of revenues collected over the amount 
budgeted ............................................................................ 259.00
Unexpended balance of budget appropriations ..........  2,620.00 3,170.65
Balance, December 31, 1936 .................................................. $4,868.65
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No. 5.
(1) Journal Entries
(1)
January 1, 1937
Option to purchase stock of Y Company . . .  $1,800,000.00 
Cash ..................................................................
To record the purchase of option to buy 18,000 
shares of stock of Y Company at $100 per 
share, as per accepted offer.
(2)
January 15, 1937
Investment in stock of Y  C om pany..............  420,000.00
Cash ..................................................................
To record the purchase of 2,000 shares of stock 
of Y Company a t $210 per share.
(3)
May 30, 1937
Dividends receivable .......................................... 40,000.00
Cash ...................................................................... 20,000.00
Dividend income ............................................
Investment in stock of Y Company ................
To record the receipt of a cash liquidating divi­
dend of $10 per share and an “other” dividend 
of $20 per share on 2,000 shares of stock of 
Y Company owned by the company and de­
posited with the trustee.
N ote.—The dividend on the 2,000 shares of
stock which were purchased on January 15,
1937 (entry 2) “to avoid future complica­
tions” may be regarded as a part of the prin­
cipal purchase and not as a temporary 
investment. The change in the solution would 
be a credit to “Investment in stock of Y 
Company” rather than dividend income.
(4)
October 15, 1937
Dividend receivable .......................................... $ 20,000.00
Cash ...................................................................... 18,000.00
Dividend income ............................................
Investment in stock of Y  C om pany ..........
To record the receipt of a cash liquidating div­
idend of $9 per share and an “other” divi­
dend of $10 per share on 2,000 shares of Y 
Company owned by the company and de­
posited with the trustee.
$1,800,000.00
420,000.00
40,000.00
20,000.00
$ 20,000.00 
18,000.00
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(5)
October 15, 1937
Investment in stock of Y Company ..............  1,260,000.00
Cash .................................................................. 1,200,000.00
Dividend receivable .......................................... 60,000.00
To record the exercising of the option of Janu­
ary 1, 1937, to purchase 18,000 shares of the 
stock of Y  Company, and the payment of 
cash to the trustee, as follows:
Balance of purchase price:
(18,000 shares at $100
each) ..............................  $1,800,000.00
Less “other” dividends re­
ceivable from trustee:
($30 per share on 18,­
000 shares) ......................  540,000.00
Remainder ............................  $1,260,000.00
Deduct “other” dividends re­
ceivable from trustee on
the 2,000 shares ..............  60,000.00
Net amount of cash p a id ___ $1,200,000.00
(6)
October 15, 1937
Investment in stock of Y  Com pany..............  $1,800,000.00
Option to purchase stock of Y Company . .  $1,800,000.00
To transfer the cost of the option to  purchase 
18,000 shares of stock of Y Company to the 
investment account.
(7)
October 15, 1937
Patents .................................................................. 3,442,000.00
Investment in stock of Y Company............  3,442,000.00
To record the exchange of 20,000 shares of 
stock of Y Company for the patent rights 
owned by that company.
(2) Statement Showing the Cost to the X  Company of the Patent Rights
Acquired from Y  Company
1937
January 1. Cash paid for option to purchase 18,­
000 shares ........................................  $1,800,000.00
January 15. Cash paid for 2,000 shares ..............  420,000.00
October 15. Cash paid on balance due on 18,000
shares ................................................  1,800,000.00
Total ........................................  $4,020,000.00
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Deduct:
May 30. Liquidating dividend of $10 per
share on 2,000 sh a re s ......................  $ 20,000.00
October 15. Liquidating dividend of $9 per share
on 2,000 sh a re s ................................  18,000.00
October 15. “Other” dividend on entire 20,000
shares of $30 per sh a re ..................  600,000.00
Total credits ................................
Less “other” dividends on 2,000 
shares of $30 per share (see note)
Net cost of patent rights acquired
$ 638,000.00
60,000.00 578,000.00
$3,442,000.00
N ote.—If the 2,000 shares were not considered as a temporary investment, 
the $60,000 of “other” dividends would not be dividend income, but would 
serve to reduce the cost of the stock. The patent rights would then be carried 
at a cost of ($3,442,000 minus $60,000) $3,382,000.00
No. 6.
On the old basis each dollar of costs was made up of:
Labor .................................................................................................... $ .70
Other costs .........................................................................................  .30
Total ...............................................................................................  $ 1.00
After giving effect to the increase of 10% in wages, this cost became:
Labor ...................................................................................................  $ .77
Other costs .........................................................................................  .30
Total ...............................................................................................  $ 1.07
A breakdown of the 24,000 units produced during December at a 
total cost of $2.75 per unit would show:
Labor (77/107 of 24,000 times $2.75) ........................................ $47,495.33
Other costs .........................................................................................  18,504.67
Total as shown .............................................................................. $66,000.00
To which should be added the increase in labor costs for vaca­
tions which were not taken in December but which “will be 
taken,” and for which “no provision has been made in the 
company’s records.” This additional labor cost will be 2/50 of
$47,495.33 or .....................................................................................  1,899.81
Adjusted cost of December production in inventory ....................  $67,899.81
The unit value is (67,899.81 ÷  24,000) ............................................ $ 2.8292
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The production in October and November (which were not months 
of normal production) are included in the following inventory “on 
the basis of the next previous month” of normal production which 
in this case is September.
T h e  Brown Company 
Statement of Inventory Computation 
December 31, 1936
Quantity Unit Value Total
24,000 units $2.8292 $ 67,899.81
26,000 units 2.20 57,200.00
Totals 50,000 units $125,099.81
Commercial Law, November, 1937
No. 1.
These two letters would not constitute a valid contract. Since the 
stationery company has not offered to sell one dozen pads there has 
been no complete meeting of the minds. The letter from the station­
ery company would be considered in the nature of an advertisement, 
or an offer to receive offers rather than an offer to sell one dozen pads. 
No. 2.
I should recommend the following provisions for inclusion in the 
partnership contract:
1. Names of the partners.
2. Purpose of partnership.
3. Duration of partnership.
4. Each partner devote full time to partnership business.
5. Contributions of capital to be made by partners.
6. Method of direction of partnership and determination of questions con­
cerning partnership activities which might arise between partners.
7. Division of profits.
8. Liability for losses.
9. In case of death of one of the partners, method for speedy determina­
tion of liability of partnership to estate of deceased partner, and pro­
visions for a new partnership by surviving members if desired.
10. Method of completing pending business on termination of partnership, 
distribution of such business among partners, and division of earnings 
therefrom.
No. 3.
(a) Y can collect from the maker of the note due November 22, 
1937, since he became a holder in due course, free from any defect 
of title of prior parties, when he purchased the note prior to ma­
turity, paid full value, and had no knowledge of the theft.
Y cannot collect from the maker of the note due October 21, 1937. 
He has no greater rights than X, since he purchased the note after 
maturity and for that reason did not become a holder in due course.
(b) Y can collect from the corporation on the November 1, 1937, 
corporate bond coupons. It is well settled that the negotiable-instru­
ments law applies to bonds of all kinds, and thus Y became a holder 
in due course by purchasing the bond before November 1, 1937, the 
due date of the coupons attached thereto.
No. 4.
(a) The maxim “caveat emptor” means “let the purchaser be­
ware.” It is an ancient rule of the common law and stands in contra­
176
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distinction to the rule of “caveat venditor” of the civil law. Accord­
ing to the civil law, a sound price implies a warranty of the sound­
ness of the article sold, but by the common law the vendor is not 
bound to answer to the vendee for the quality or goodness of the 
articles sold, unless he expressly warrants them to be sound and 
good, or unless he knew them to be otherwise, or unless they turn 
out to be different from what he represented them to the buyer.
(b) A leases a flat from B and buys the furniture in the flat from 
B without carefully examining it for defects. B has made no repre­
sentation that the furniture is new. The maxim of “caveat emptor” 
applies, and B is not responsible to A for any defects in the furniture.
No. 5.
Considering this question one of substantive law and without re­
gard to questions of procedure, the answer is that a plea of infancy 
is not a valid defense. A contract with a minor is not void, but is 
voidable at the election of the minor. The minor may therefore main­
tain an action for breach of the contract.
No. 6.
(a) The lease held by X is a “chattel real,” that is, it concerns 
realty, but it is classified as personal property, being an estate less 
than a freehold.
(b) The following elements and factors must be found to make 
a transaction a gift of personal property:
1. Donor competent to make a gift.
2. Freedom of will on his part.
3. Intention on his part to make it.
4. Donee capable of taking a gift.
5. Nothing must be left undone.
6. The property must be delivered by the donor and accepted by the donee.
7. The gift must go into effect immediately.
8. I t  must be gratuitous and must be irrevocable.
(c) The five elements or factors necessary to constitute adverse 
possession require that the property be held:
1. Actually or, if under a claim of right, constructively.
2. Exclusively.
3. Openly and notoriously.
4. Hostile to the true owner.
5. Continuously (for the prescriptive period or, in the case of personalty 
where there is no designated period, then for the period of the statute 
of limitations on actions for the recovery of personalty).
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(d) The title to a chattel may be lost by one party and acquired 
by another by adverse possession for more than the period prescribed, 
either by the statute providing for title by prescription to personal 
property or, in the absence of such a statute, by the statute of limita­
tions relating to the recovering of such property.
No. 7.
(a) Generally, in recent cases, courts have been disposed to treat 
the creation of an agency made by an infant like other agreements 
made by him as merely voidable.
(b) I t has long been settled that an infant himself may be an 
agent, provided he possesses consensual capacity and also sufficient 
physical and mental capacity to negotiate the authorized business.
(c) Ratification is the affirmance by a person of a prior act which 
did not bind him, but which he could have authorized, and which 
was done or professedly done on his account, whereby the act is given 
effect as if originally authorized by him. Such affirmance may be by 
manifestation of an election to treat the act as authorized, or by 
conduct justifiable only if there is such an election. Ratification must 
be by the person identified as the principal at the time of the original 
act, or, if no person was then identified, by the one for whom the 
agent intended to act.
(d) Although there is a technical difficulty in ratifying an act per­
formed when the corporation was not in existence, American courts 
generally hold that a contract made by the promoter of a corpora­
tion on its behalf may be accepted or adopted by the corporation 
when organized, and that the corporation is then liable both at law 
and in equity on the contract itself, and not merely for the benefits 
which it has received.
(e) Strictly speaking, one whose signature has been forged can­
not ratify the act of the forger, as the act of forgery did not purport 
to be done on behalf of a principal. He may, however, adopt the 
signature as his own, or otherwise voluntarily assume liability, or if 
the person whose signature is forged leads the deceived person to 
believe that the transaction was as represented and consequently to 
change his position, liability may arise by estoppel.
No. 8.
In the event that one or more, but not all, of the members of a 
partnership are adjudged bankrupt, the partnership cannot be ad­
ministered in bankruptcy, unless by consent of the partner or part­
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ners not adjudged bankrupt; but such partner or partners not ad­
judged bankrupt shall settle the partnership business as expeditiously 
as its nature will permit, and account for the interest of the partner 
or partners adjudged bankrupt.
No. 9.
Y cannot immediately cancel the subscription agreement. The 
statement made on July 1, 1937, that the gross sales for July, 1937, 
were certain to exceed $20,000 was on its face a statement of opinion 
or a prediction and, as such, did not constitute a fraudulent repre­
sentation which would give Y the right to rescind. The statement 
that the certificate of incorporation expressly empowered the cor­
poration to conduct certain activities does not afford Y grounds to 
rescind his subscription, as a subscriber is presumed to know the 
provisions and effect of the certificate of incorporation, which he 
may read for himself.
The statement that Y would not be liable for any amount in ex­
cess of the subscription price of $50 per share does not give Y the 
right to rescind. His stock certificate, as well as the certificate of 
incorporation, indicated that the par value of the stock was $100 per 
share, and he would not be deemed to have been deceived by the 
false statement.
No. 10.
No exact definition of an ordinary dividend can be given, but it 
would seem to be one which, in view of the charter and by-laws, the 
time of declaration and payment, the amount, and other circum­
stances, is in harmony with the practices of the corporation. Thus, 
if a corporation has been in the habit of declaring a dividend of from 
one to four per cent a quarter, these dividends are doubtless ordinary, 
but a distribution in cash of 25 per cent of the par value of the 
stock, for example, would be an extraordinary dividend.
No. 11.
In this answer I am assuming that Griffin did not endorse the orig­
inal note for the accommodation of the payee, that there was no 
statutory provision and no provision in Griffin’s will permitting his 
executor to endorse a note on behalf of the estate, and that the re­
newal note is still in the hands of the payee.
Griffin originally was liable on his accommodation endorsement, 
and the estate evidently had notice of dishonor and thus became
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bound. The endorsement of the new note was clearly signed by the 
executor in a representative capacity, as distinguished from using 
the word “executor” in a descriptive sense, and thus purported to 
bind the estate and not the executor. The estate, however, would not 
become bound by the new note, because an executor as such has no 
authority so to bind an estate. There would therefore be no consid­
eration for discharging the liability on the original note, and that 
note would remain in effect. The original note remaining in effect, 
and there being no consideration for the endorsement of the new 
note, the executor could not be held personally, as he might in some 
cases by purporting to sign as agent when he had no authority to do 
so. The answers therefore appear to be:
(a) The endorsement did not discharge the estate from liability 
upon the original note.
(b) The executor did not become personally liable by this en­
dorsement.
No. 12.
The obligation of the insurance company to pay the principal of 
$40,000 in deferred payments constitutes a debt from the company 
to the garnishee which was created by the insurance company receiv­
ing at the death of the insured the sum of $40,000, the face value 
of the policy. On this the insurance company is also obligated to pay 
3 per cent per annum. The payments of 3 per cent per annum con­
stitute income to the garnishee. Thus, of the $500 payment at the 
end of the first month, $100 would represent interest for one month 
on $40,000 at 3 per cent per annum, and $400 would represent pay­
ment of principal in partial discharge of the indebtedness. Each 
month thereafter the interest would become somewhat less because 
it would be calculated only on the remaining principal. The payment 
of principal each month would, therefore, become more. Thus, the 
answers would be:
(a) The judgment creditor would not be entitled to 10 per cent 
of the total of each instalment.
(b) Payments theretofore made should be deducted from $40,000, 
and the remaining amount of principal should be determined. Inter­
est on that should be determined for one month. Ten per cent of that 
would be subject to garnishment. The balance of any $500 instal­
ment would not be subject to garnishment. The amount which is 
subject to garnishment would, therefore, decrease each month.
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No. 1. M iracle Chemical Company
Statement Showing the Number of Packages Produced from Each
12-Pound Unit, and the Cost per Package 
For the Year Ended Blank Date
Mirachem Corim
Per
Pound Pounds
Cost 
Per Unit Pounds
Cost 
Per Unit
Department A:
Material X  ............................ $1.10 1.0 $1.10 1.0 $ 1.10
Material Y ............................ .15 8.0 1.20 8.0 1.20
Material Z ............................ .40 3.0 1.20 3.0 1.20
Totals ............................ 12.0 $3.50 12.0 $ 3.50
Shrinkage in dept. A (16⅔ %) 2.0 2.0
Finished mixture ................ 10.0 $3.50 10.0 $ 3.50
Labor and overhead ............ .10 1.00 1.00
Total cost in dept. A ........ 10.0 $4.50 10.0 $ 4.50
Department B :
Labor and overhead in dept. B .09 .90
Shrinkage in dept. B (20%) 2.0
Department C:
Weights and costs of mate-
rials entering dept. C . . . 10.0 $4.50 8.0 $ 5.40
Add—equal weight of water 10.0 8.0
Total .............................. 20.0 16.0
Shrinkage in dept. C (10%) 2.0 1.6
Net weight .................... 18.0 14.4
Labor and expenses ............ .05 .90 .72
Department D:
Weights and costs of mate­
rials entering dept. D . . .
Labor and expenses—
18.0 $5.40 14.4 $ 6.12
Mirachem .......................... .05 .90
Corim ................................ .07½ 1.08
Totals ............................ 18.0 $6.30 14.4 $ 7.20
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Number of 4 oz. packages
used for each 12 lb. unit
Mirachem ......................
Corim ............................
.02½
.05
72.0
1.80
57.6
2.88
Total number of packages
and cost per 12 lb. unit . . . 72.0 $8.10 57.6 $10.08
The gross profit per package may be readily ascertain as shown below:
Selling price: Mirachem Corim
72 packages at 25¢ .......................... ....................  $18.00
57.6 packages at 50¢ .......................... $28.80
Cost of goods s o ld .................................. ....................  8.10 10.08
Gross profit per 12 lb. u n i t .................. ....................  $ 9.90 $18.72
Gross profit per package:
$ 9.90÷ 72 .......................... .......................................  $ 0.1375
18.72÷ 57.6 .............................................................. $ 0.325
The problem states that “Corim is sold at 50¢ and Mirachem at 
25¢ a package and the total dollar sales are equally divided between 
the two products.” Therefore, for each dollar of sales there will be
sold:
2 packages Mirachem a t 25¢ ............................................ $ .50
1 package Corim a t 50¢ ..............................................................SO
Total ..................................................................  $1.00
The gross profit on each such unit will be:
2 packages Mirachem a t 13.75¢ ..................................  $0.275
1 package Corim at 32.5$ ..............................................  0.325
Total ............................................................................ $0.60
The cost of goods sold on this dollar unit will be 40¢ or 40%. 
Since the operating profit is 20% of sales, and the cost of sales is 
40%, the general and administrative expenses must be the difference, 
or 40% of sales. As the general and administrative expenses amount 
to $90,000 the sales must amount to $90,000÷ 40%, or $225,000, 
and the sales of each product, $112,500.
The number of packages of each product sold are as follows:
Mirachem ......................  $112,500÷ 25¢ or 450,000 packages
Corim ............................  112,500÷ 50¢ or 225,000 packages
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Computation of the Cost of Materials
Twelve (12) pounds of materials X, Y and Z in the proportion of 
1:8:3 will produce 72 packages of Mirachem (or 1 pound for 6 pack­
ages), and the same amount and proportions will produce 57.6 pack­
ages of Corim (or 1 pound for 4.8 packages).
To produce 450,000 packages of Mirachem (450,000÷ 6), 75,000 
lbs. of these materials will be required, and to produce 225,000 pack­
ages of Corim (225,000÷ 4.8), 46,875 lbs. will be needed as shown 
below:
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Per
Cost
Mirachem Corim
Material Rate Lb. Pounds Total Pounds Total
X  .................................... 1/12 $1.10 6,250 $ 6,875.00 3,906% $ 4,296.88
Y ......................................  8/12 .15 50,000 7,500.00 31,250 4,687.50
Z ...................................... 3/12 .40 18,750 7,500.00 11,718¾  4,687.50
Totals ......................  75,000 $21,875.00 46,875 $13,671.88
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No. 2.
J ournal E ntries E xplaining T ransactions 
Show n  in  th e  W ork Sheets 
(1)
Marketable securities ................................................................ $310,000
Cash ...................................................................................... $285,000
Accounts p ay ab le ................................................................ 25,000
To record the purchases of securities for cash and on 
account, per the schedule of security transactions. The 
200 shares of G stock ($25,000) were purchased De­
cember 31, 1936 for delivery and payment January 
2, 1937.
(2)
Cash .............................................................................................  414,000
Marketable securities ........................................................  334,000
Profit on sales of securities..............................................  80,000
To record the sales and net profit on sales of securities 
per the schedule of security transactions.
(3)
Cash .............................................................................................. 42,000
Dividends receivable..........................................................  3,000
Dividends income .............................................................. 39,000
To record the receipt of dividends during the year, as 
shown on the schedule of security transactions.
(4)
Cash .............................................................................................  1,000
Other accounts receivable ................................................ 1,000
To record the collection of the accounts receivable.
(5)
Accounts payable and accrued expenses ..............................  2,000
Cash .....................................................................................  2,000
To record the payment of debts.
(6)
Expenses .....................................................................................  20,000
Cash ...................................................................................... 20,000
To record the expenses accrued and paid during the year.
(7)
Taxes ...........................................................................................  1,000
Cash .....................................................................................  1,000
To record the payment of the federal capital stock tax.
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(8)
Earned surplus (dividends paid) .......................................... $100,000
Cash .....................................................................................
To record the payment of a $2 dividend on the 50,000 
shares outstanding on December 10, 1936, as author­
ized by the board of directors, per the minutes of the 
meeting held on blank date.
(9)
Dividend receivable .................................................................. 1,000
Dividend income ................................................................
To record the dividend receivable on the 1,000 shares of 
H  at $1 per share, payable in 1937 to stockholders of 
record December, 1936.
(10)
Reserve for estimated federal income taxes, 1935 ..............  10,000
Cash .....................................................................................
Earned su rp lu s ....................................................................
To record the payment of federal income taxes for the 
year 1935 and to return to earned surplus the amount 
of the overprovision for that year.
(11)
Surplus (federal income taxes) .............................................. 12,000
Reserve for estimated federal income taxes, 1936 . . . .
To record the provision for estimated federal income 
taxes for the year, 1936.
(12)
Depreciation ...............................................................................  1,000
Reserve for depreciation ..................................................
To provide for depreciation on furniture and fixtures at 
the rate of 10% per annum.
N ote.—Because nothing is said in the problem about the 
expected life of these assets, or the rate of depreciation, 
the candidate has an option to assume a rate, as I  have 
done, or to make no provision and qualify his balance-sheet 
accordingly.
(13)
Treasury stock ...........................................................................  3,000
Cash .....................................................................................
To record the purchase of 200 shares of XYZ Company 
stock for $3,000.
N ote.—Some state statutes provide that treasury stock 
must be “purchased from surplus,” and in those states the 
surplus account should be restricted up to the amount of 
the cost of such stock as is shown in this solution. In  other 
states, this entry should be shown as follows:
Treasury s to c k ...........................................................................  2,000
Capital surplus...........................................................................  1,000
Cash ......................................................................................
$100,000
1,000
9,000
1,000
12,000
1,000
3,000
3,000
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To record the purchase of 200 shares of treasury stock 
(par value $2,000) a t a premium of $1,000.
In the balance-sheet, the treasury stock would be de­
ducted from the issued stock, at par, and the capital 
surplus account reduced by the amount of the pre­
mium of $1,000.
XYZ Company 
Balance-sheet 
December 31, 1936 
Assets
Cash .............................................................................................  $112,000
Dividends receivable ................................................................ 1,000
Marketable securities at average cost (see Note 1) .......... 841,000
Furniture and fixtures .............................................................. $ 10,000
Less reserve for depreciation .......................................... 7,000 3,000
Deferred charges ....................................................................... 1,000
$958,000
Liabilities and Net Worth
Accounts payable and accrued expenses................................ $ 25,000
Reserve for estimated federal income taxes—1936 ............  12,000
Net worth:
Capital stock—authorized—100,000 shares—$10 par 
value, issued and outstanding—50,000 shares ............  $500,000
Surplus—
Capital surplus ................................................ $300,000
Earned surplus (see Note 2) ......................  124,000 424,000
Total .......................................................... $924,000
Deduct capital stock held in treasury a t cost 3,000 921,000
$958,000
N otes:
1. Market value of marketable securities at December 31, 1936—$950,000.
2. Earned surplus is restricted in the amount of $3,000, the cost of 200 shares 
of treasury stock.
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No. 3.
It will be noted that the solution is to be “based on the experience 
of the company in that year” (1936). Based on that year’s experi­
ence, it is readily seen that:
Rate to
Particulars Amount Volume
Volume of business transacted in 1936 ................................  $2,400,000 100%
Total income for 1936 ............................................................ 144,000 6%
Provision for collection expenses on 1936 business ..........  36,000 1½ %
Provision for losses on 1936 business..................................  12,000 ½ %
The additional reserve for unearned income, etc. ($25,000), should 
be increased by $37,175, as shown below:
(1) The unearned interest on the $1,250,000 notes receivable outstanding on 
December 31, 1936, computed at the rate of 6% per annum on an 
average maturity on the 15th of each succeeding month may be obtained 
as follows:
“A”
M aturity of Notes
Amounts
Maturing
Months to 
Maturity
Amounts at 
One Month
Past Due ........................................
1937—January ..............................
..........  $ 20,000
..........  140,000
½
$ 70,000.
February ............................ ..........  130,000 1½ 195,000
March .................................. ..........  120,000 2½ 300,000
April .................................... ..........  110,000 3½ 385,000
M a y ..................................... ..........  100,000 4½ 450,000
June .................................... ..........  90,000 5½ 495,000
J u l y ...................................... ..........  80,000 6½ 520,000
August ................................ .......... 80,000 7½ 600,000
September .......................... ..........  70,000 8½ 595,000
October ................................ ..........  60,000 9½ 570,000
November .......................... ..........  50,000 10½ 525,000
December ............................ ..........  50,000 11½ 575,000
1938—January .............................. ..........  40,000 12½ 500,000
February ............................ ..........  30,000 13½ 405,000
March .................................. ..........  30,000 14½ 435,000
April .................................... ..........  20,000 15½ 310,000
M a y ...................................... ..........  20,000 16½ 330,000
June .................................... .......... 10,000 17½ 175,000
Totals .............................. ..........  $1,250,000 $7,435,000
The amount unearned is equal to one month’s interest, or ½ % of
$7,435,000 or ...........................................................................................  $37,175
(2) The collection expenses payable on $1,250,000 notes outstand­
ing on December 31, 1936, amount to 1½ % of $1,250,000 or .. 18,750
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(3) The provision for losses on the $1,250,000 notes outstanding
on December 31, 1936, amounts to of $1,250,000 or ........  6,250
Total .............................................................................................  $62,175
Deduct amount of reserve ........................................................ 25,000
Additional reserve required ...................................................... $37,175
No. 4.
It will be noticed that while the problem gives the stock changes 
after January 1, 1936, it does not state the amount of shares or par 
values outstanding at that date. It will be necessary, therefore, to 
compute the number of par value of the shares of each class out­
standing during both years.
Statement E xplaining and R econciling th e  F igures in  th e  Letter to
th e  Shareholder
Computation of common stock outstanding:
Net income for 1936 .............................................................. $450,000
Deduct dividends on the additional stock issued January
1, 1936:
Common stock (200,000 shares at 24¢) ........................ $ 48,000
Preferred stock (6% of $500,000) .................................. 30,000 78,000
Balance of 1936 income applicable to the (old) shares 
issued prior to January 1, 1936 ...................................... $376,000
Deduct net income for 1935 ................................................ 196,000
Balance representing the increase in earnings on the old 
common stock at the rate of 22¢ per share ................  $176,000
The number of common shares outstanding prior to January 1, 1936, 
amounted to ($176,0004÷22¢) 800,000.
And the number outstanding subsequent to that date amounted to 800,000
plus the 200,000 issued January 1, 1936, or 1,000,000.
Computation of preferred stock outstanding:
1936 1935
Net income .............................................................................  $450,000 $196,000
Deduct—Earnings applicable to common stock:
1936—1,000,000 shares at 24¢ each ................................  240,000
1935— 800,000 shares at 2¢ each ................................  16,000
Balance representing preferred dividends paid at the 
rate of 6% .................................................................. $210,000 $180,000
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The par value of preferred shares outstanding prior to January 1, 1936, 
amounted to ($180,000÷ 6%) $3,000,000.
And the par value outstanding subsequent to that date amounted to $3,000,000 
plus $500,000 or $3,500,000.
R econciliation
1936 1935
Net income .................................................................................  $450,000 $196,000
Deduct preferred dividends paid:
6% of $3,500,000 .................................................................... 210,000
6% of $3,000,000 .................................................................... 180,000
Balance applicable to common stock .................................... $240,000 $ 16,000
Number of shares outstanding .............................................. 1,000,000 800,000
Net income per share .............................................................. 24¢ 2¢
No. 5.
Statement Showing  th e  Am ount Lost by Borrowing Abroad
Dollar cost of the French loan:
Amount of the loan ............................................ Fr. 2,000,000.00
Add—Interest for 150 days at 3% ..................  25,000.00
Total of loan and interest ....................
Rate of exchange at the date of settlement ..
Fr. 2,025,000.00 
$ .061
Dollar cost of settling loan and interest ........ $ 123,525.00
Add—Commission at 1/20% ............................ 61.76
Cable charge .............................................. 20.00
Total cost of settling the French loan .. $123,606.76
Deduct:
Total cost if the loan had been made in the United States:
Amount of loan (Fr. 2,000,000) converted at the
rate of exchange at the date the loan was made 
($.06) .........................................................................  $120,000.00
Less:
Commission at 1/20% ............................  $60.00
Cable charge .............................................. 20.00 80.00
Net amount .................................................................  $119,920.00
Interest for 150 days at 5% .................................... 2,498.33
Total cost if the loan had been made in the 
United States ........................................................
Amount lost by borrowing abroad ....................
$122,418.33
$ 1,188.43
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Auditing, May, 1938
No. 1.
The extent to which the auditor should check and examine orig­
inal vouchers and bookkeeping details would depend upon whether 
the internal check and the audit provide adequate safeguards against 
irregularities. If he believes that the amount of checking and exam­
ining which he would ordinarily provide is inadequate because of the 
looseness in the system of internal check, he should extend the scope 
of his examination of the details in order to satisfy himself that all 
income is taken up on the books and that all expenditures are prop­
erly authorized, made and recorded.
If his tests indicate irregularities, or serious and recurring errors, 
he should direct the client’s attention to the condition, and a more 
detailed audit should be made.
No. 2.
Copies of the reports to the social-security board and the receipts 
for the monthly payments made to the collector of internal revenue 
may be checked against the pay rolls to ascertain whether the num­
ber of employees and the amounts of wages paid are in agreement. 
Differences should be thoroughly investigated and reconciled.
The requirement of the monthly report to the board would not 
prevent the paymaster from inserting fictitious names and numbers, 
but would probably act as an additional deterrent against padding 
the payroll.
No. 3.
I would accept the engagement if (a) I were satisfied that the 
minority interests were acting in good faith, and (b) if both the 
minority and the majority interests were satisfied with my appoint­
ment. Otherwise, I would be in a position of acting against former 
clients.
No. 4.
It would be advisable to obtain an opinion from counsel to ascer­
tain whether the procedure was legal, that the rights of creditors had
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not been prejudiced, and that the directors are not personally liable 
under the state laws. If the payment to the president was unauthor­
ized, it should be shown as a receivable from him, and a full dis­
closure should be made.
If the procedure was legal, and the payment to the president was 
authorized, the transaction should be treated on the books and the 
financial statements as donated surplus from the president, and the 
dividend should be charged against this account. The loss for the 
period would be increased by $7,000. A full disclosure should also 
be made.
No. 5
Without question, (1) the company has a current liability of $12,­
000 due on April 1, 1938, and (2) it should charge a year’s taxes 
to expense for the fiscal year. These are the important points. The 
question of how much should be deferred, if any, is relatively less 
important. We might:
(1) Charge the entire $12,000 to tax expense for the fiscal year ended 
March 31, 1938.
(2) Defer one-quarter ($3,000) to apply over the fiscal year of the 
government.
(3) Defer three-quarters ($9,000) to apply over the calendar year 1938.
Any choice of methods should consider what adjustments, if any, 
should be made in the accounts at March 31, 1937 (the beginning 
of the current fiscal year).
No. 6.
On the basis that Partner C has withdrawn not only his own capi­
tal but also the greater portion of the capital of the other two part­
ners, the following balance-sheet which discloses the facts (which, 
it is assumed, were verified) may be certified:
A, B, C P artnership 
Balance-sheet
Date
Assets:
Cash .........................................................................................
Accounts receivable ..............................................................
Inventory ...............................................................................
Deferred charges ...................................................................
Total assets
$ 3,000 
75,000 
492,000 
15,000
$585,000
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Liabilities:
Note payable .........................................................................  $300,000
Accounts payable .................................................................  215,000
Total liabilities .................................................................. $515,000
Net capital investment .............................................................. $ 70,000
Made up as follows:
Partner A ...............................................................................  $230,000
Partner B ................................................................................ 100,000
T o ta l .....................................................................................  $330,000
Less—Partner C’s indebtedness, which is secured by
bonds and stocks that have a market value of $500,000 260,000
Net capital investment ................................................ $ 70,000
The form of balance-sheet given in the problem may be certified 
(upon verification), if the collateral is held in trust and without 
restrictions which would prevent the stocks and bonds from being 
sold if Partner C did not pay his indebtedness, provided that full 
disclosure is made, and the indebtedness of Partner C is shown as an 
advance secured by stocks and bonds of a current market value of 
$500,000.
No. 7.
The following procedure, while it does not result in an exact veri­
fication, is usually followed in an examination:
(a) Subscriptions, donations, and bequests to charity:
A prenumbered receipt book should be printed which permits of 
the issuance of a receipt containing the same number as the carbon 
copy which remains in the book. All canceled or spoiled receipts 
should be so noted and accounted for, and the solicitors or cashiers 
should be instructed to issue a receipt for each subscription or dona­
tion. The unused receipt books should be held in safekeeping and 
regularly examined. The subscriptions and donations should be 
checked against the records of written pledges and against the carbon 
copies of the receipt books.
Bequests and legacies should be checked against any available 
documentary evidence such as copies of wills, letters, and correspond­
ence with solicitors, trustees, or executors.
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The funds received from subscriptions, donations, and bequests 
may also be checked against published lists. They should, of course, 
be traced into the bank.
(b) Club dues and entrance fees:
These may be verified by any or all of the applicable methods out­
lined under (a) above. In addition, they should be checked against 
and reconciled with membership lists and records of new members, 
withdrawals, and arrearages.
(c) Church collections:
These may be verified by any or all of the applicable methods out­
lined under (a) and (b) above. In addition, the offertory records 
should be examined. These records should be initialed by the ushers, 
elders, wardens, or others who have collected or counted the offerings. 
The deposit slips initialed or signed in the same manner, and re­
ceipted by the bank are also valid evidence of the amounts collected.
No. 8.
Ordinarily, no effect should be given on a balance-sheet to trans­
actions that have occurred since the close of the fiscal year, unless 
they materially affect the general and current financial condition of 
the business.
Example of conditions and transactions which are often disclosed 
by footnotes to the balance-sheet or under balance-sheet headings 
are:
1. Destruction of property or any other extraordinary loss not covered by 
insurance.
2. Construction or purchase of plant or equipment calling for a large outlay 
of cash.
3. Declaration of an extra cash dividend.
4. Unexpected redemption of bonds and payment of mortgages.
5. Extraordinary sales and purchase contracts.
6. Severe price decline in inventory or market value of investments.
7. Options given on capital stock.
8. Relatively large bonuses paid to officers or contracts covering future 
bonuses of this kind.
9. Im portant lawsuits settled or commenced.
10. Unexpected bankruptcy of large credit customers or other accounts re­
ceivable losses.
11. Additional federal tax assessments of relatively large amount.
12. Withdrawals of cash by officers or others which had been paid by them 
just prior to the balance-sheet date.
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No. 9.
(a) The following accounts should be charged:
(1) Additions and betterments to “buildings, machinery and equipment.”
(2) Renewals and replacements to “reserve for depreciation.”
(3) Repairs and maintenance to “repairs and maintenance,” an expense 
account.
(b) A segregation, by years, should be made of the additions and 
betterments acquired. Depreciation should be applied at the com­
posite rates to these acquisitions for the period for which they were 
held. Care should be taken to make certain that no depreciation has 
been applied to any property that has been fully offset by the 
amounts reserved. Any property sold or discarded can be readily 
eliminated from the accounts.
(c) The method described under (b) is admissible for usual ac­
counting purposes when (1) a correct composite rate can be deter­
mined, (2) when the amount in the account is not large, and (3), 
when the depreciation is applied as stated under (b ).
(d) To insure a higher degree of accuracy the method can be ap­
plied to groups of assets that have similar lengths of life. Each group 
should then be depreciated at the composite rate applicable to its 
length of life.
(e) The only advantage that the method has in its favor is that 
of the averaging factor. The detail and the burden of computing de­
preciation separately on each individual unit or item of the plant and 
equipment, and recording it on the books, is avoided.
The disadvantages are:
The lack of immediate information regarding the cost, deprecia­
tion, and present book values of the individual units or items of the 
plant and equipment, and under certain circumstances, the effort 
needed to dig out and calculate such information.
The difficulty of proving the correctness of the annual depreciation 
charged off in the settlement of federal taxes, property taxes, insur­
ance claims, etc.
The lack of information regarding the cost of the plant and equip­
ment, and the accumulated depreciation. Without the use of reserve- 
for-depreciation accounts, the books show only the net depreciated 
book value of the property.
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No. 10.
(a) Cash discount in the settlement of its liabilities.
Separate columns for “discount on purchases” should be provided 
in the invoice or voucher register, and in the cash disbursements 
record. Purchases would be entered in the invoice or voucher register 
as follows:
Purchases.......................................................................  $ 98
Discount on purchases ................................................ 2
Accounts payable .................................................... $100
The entry in the cash disbursements record for the above invoice would be: 
Accounts payable ........................................................ $100
Cash ............................................................................ $ 98
Discount on purchases ............................................ 2
At the end of the month, the total of the discount on purchases 
column of the invoice or voucher register would be charged to the 
account, and the total of the discount column in the cash disburse­
ments record would be credited to the account. The balance in the 
account represents the aggregate of the discounts (1) available, if 
payments are made within the discount period, and (2) the aggre­
gate of the discounts that have been “lost.” A segregation may be 
made by an examination of the unpaid vouchers to ascertain the 
amount of the discounts available on the vouchers not yet due for 
payment, and the amount of the discounts lost on the past-due 
vouchers.
The first is, for balance-sheet purposes, an amount deductible from 
accounts payable. The second is a loss which will be written off 
against income as “purchase discounts not taken,” or as a charge 
against “discount on purchases.”
The purpose of accounting for discounts lost is to disclose to the 
management the amount lost because of failure to settle its liabilities 
promptly.
(b) Cash discount taken by customers.
In general, the extent to which customers avail themselves of their 
discount privilege can be determined simply by comparing the amount 
of the discounts actually taken with an amount determined by ap­
plying the discount terms (if uniform) to the net sales. A more ac­
curate method would be to follow a procedure similar to that outlined 
above for purchase discounts. However, it is rather elaborate for 
practical purposes.
Accounting Theory and Practice, Part I, May, 1938 
No. 1.
T h e  Acme M anufacturing Corporation 
Work Sheet to Compute 
Equivalent Performance (in Units)
Production Indirect
Flow Labor Cost
Opening inventory in process:
Units in process—January 1, 1938 ........  1,000
Labor and indirect 50% complete . . . .  500 500
Add—Production in January, 1938 ..........  10,000 10,000 10,000
Totals .................................................... 11,000 10,500 10,500
Deduct—Closing inventory in process:
Units in process—January 31, 1938 ........  2,000
Labor and indirect 50% complete . . .  1,000 1,000
Equivalent performance ..........................  9,500 9,500
Units tran sfe rred ............................................ 9,000
Cost of process:
Direct labor cost ........................................  $39,900.00
Per u n i t ........................................................ $ 4.20
Indirect cost ................................................ $19,950.00
Per unit ........................................................ $ 2.10
Correcting Journal Entry
Goods in process A ..................................................................  $ 420.00
Goods in process B .................................................................. 3,770.00
Surplus .............................................................................  $ 200.00
Indirect costs absorbed .................................................. 3,990.00
To adjust for the increase in indirect cost which was 
originally included in manufacturing costs at 50% of 
the labor costs, to 60% of the latter as shown below:
February 1st inventory, 2,000 units:
10% of labor c o s ts ............ $ 4,200.00 =  $ 420.00
Transferred in January, 9,000 units:
10% of labor costs ..............$37,700.00 =  $3,770.00
January 1st goods in process inventory:
10% of labor cost ..............$ 2,000.00 =  $ 200.00
Indirect cost absorbed:
10% of labor cost ..............$39,900.00 =  $3,990.00
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No. 2. E state of J ohn J ones, D eceased
Statement of Charge and Discharge
September 30, 1936, to November 30, 1937
(a) As to Principal
We charge ourselves with:
Inventory, per schedule I ........................................ $361,890.63
Increase in principal, per schedule II  .................. 1,050.00
Refund of federal taxes for 1935 ............................  500.00
Total charges ........................................................
We credit ourselves with:
Decreases in principal, per schedule I I  .................. $ 6,000.00
Funeral and administrative expenses, per schedule II  13,500.00
Debts of testator, per schedule I I .............................. 18,100.00
Cash payments to legatees, per schedule II ..........  29,500.00
Property (jewelry) delivered to legatee ................  5,000.00
Property (clothing) given to charity ......................  1,000.00
$363,440.63
Total credits .........................................................
Balance on hand, November 30, 1937 ........................
Consisting of:
Principal cash, per schedule I I .................................. $ 70,340.63
First mortgage 5½ % bonds ...................................... 100,000.00
U. S. Treasury 2¾ % b o n d s ...................................... 10,000.00
1,000 shares of B Industries, Inc., s to c k ..................  110,000.00
73,100.00
$290,340.63
$290,340.63
(b) As to Income
We charge ourselves with:
Income cash collected, per schedule II  ..................
Balance on hand, November 30, 1937, consisting of 
cash ...............................................................................
$ 7,821.87
$ 7,821.87
E state of J ohn  J ones, D eceased 
Inventory of Assets 
September 30, 1936
Cash ...........................................................................................................
Accounts receivable ...............................................................................
5½ % first mortgage bonds (appraised and par value) ..................
U. S. 2¾ % Treasury bonds (appraised and par value) ..................
A Mining Company stock (1,000 shares $5 par) ..........................
B Industries, Inc., stock (1,000 shares $100 par) ..........................
Clothing ...................................................................................................
Jewelry .....................................................................................................
Furniture .................................................................................................
Accrued interest—First mortgage bonds ............................................
Accrued interest—Treasury bonds ......................................................
Dividends on stock of B Industries, Inc...............................................
Total .............................................................................................
Schedule I
$ 25,000.00 
55,000.00 
100,000.00 
50,000.00
110,000.00
1,000.00
5,000.00
10,000.00
1,375.00
515.63
4,000.00
$361,890.63
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N ote Computation of Depreciation on Assets Retired
Reproduction value—new: 
Balance, January 1, 1937 ..
Machinery
B
$80,000.00
Special
Tools
$30,000.00
Trucks 
and Autos
$42,000.00
Total
Assets sold . . . .  .................. $20,000.00 $10,000.00 $14,000.00
Per cent of assets sold to 
balance at January 1, 1937 25% 33⅓ % 33⅓ %
Depreciation:
Accrued to January 1, 1937: 
On balance that date . . . . $10,000.00 $ 6,000.00 $12,000.00
On assets sold:
25% ................................
33⅓ % ............................
$ 2,500.00
$ 2,000.00 $ 4,000.00 $ 8,500.00
Depreciation taken for 1937 
(Column 4 (b)) .......... 800.00 500.00 1,400.00 2,700.00
Totals (Column 8 (b)) $ 3,300.00 $ 2,500.00 $ 5,400.00 $11,200.00
(c) Nature of the errors in the bookkeeper’s analysis:
No depreciation reserves were set up and depreciation provisions were
credited to the fixed asset accounts.
Incorrect rates and bases of calculating depreciation were used.
No consideration was given to the depreciation accrued on the retired
assets.
No. 4. E xplanatory J ournal E ntries
Capital Division
(1)
Cash .......................................................................................  $9,800,000
Assessment receivable—Copperville .................................. 200,000
Assessment—Rose City ..............................................
Assessment—Copperville ............................................
Assessment—Pineboro ..................................................
Assessment—Coletown ................................................
To record the initial assessment of the estimated cost 
of $10,000,000 and the collections thereon. 10% of 
the Copperville assessment is unpaid.
(2)
Spring Valley Water P ro je c t.............................................. 9,613,000
Cash ...............................................................................
To record the payment of capital costs of the Spring 
Valley Water Project to December 31, 1936, per 
schedule I.
$3,000,000
2,000,000
1,000,000
4,000,000
9,613,000
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(3)
Assessment—Rose City ...................................................... $ 870,000
Assessment—Copperville .................................................... 400,000
Assessment—Pineboro ........................................................ 120,000
$ 870,000 
400,000 
120,000
Unexpended balances—Rose City ............................
Unexpended balances—Copperville ..........................
Unexpended balances—Pineboro ..............................
To record the unexpended balances of the following 
municipalities:
Municipality
Initial
Assessment
Share of 
Cost (per 
schedule I)
Unexpended
Balance
Rose City . . .  . . $3,000,000 $2,130,000 $ 870,000
Copperville . .. 2,000,000 1,600,000 400,000
Pineboro ........ 1,000,000 880,000 120,000
Totals . . . . . $6,000,000 $4,610,000 $1,390,000
(4)
Due from Coletown .......................................................... $1,003,000
Assessment—Coletown ................................................
To record the excess of the proportionate cost of the
1,003,000
Spring Valley Water Project over the capital assess­
ment of Coletown as shown below:
Share of cost (per schedule I) ............ $5,003,000
Initial assessm ent.............................. 4,000,000
Balance due from C oletow n............  $1,003,000
(5)
Operating division .............................................................. 99,000
Cash ................................................................................
To record the payment of the following expenses 
chargeable to the operating division:
Operating expenses ....................................  $71,000
50% of $16,000 ............................................  8,000
80% of $25,000 ............................................ 20,000
99,000
Total .......................................................... $99,000
(6)
Water sales division ............................................................ 30,000
Cash ...............................................................................
To record the cash paid for the cost of connecting 
the Glendale pipe lines.
(7)
Cash .......................................................................................  109,200
Operating division ........................................................
Water sales division ..................................................
To record the receipt of cash from the operating and 
water sales divisions on their current account balances.
30,000
99,000
10,200
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Operating Division
(An entry should be made on the books to record the operating expenses for 
the year 1936 which were assessed at the estimated amount of $100,000 based 
upon the entire estimated capacity of 100 MGD which were contracted for by 
the participating municipalities. However, the entry would be reversed at the 
end of the year, when the entry following (8) would be made to give effect 
to the actual expenses of $99,000. I t  will be noted that this $99,000 is appor­
tioned on the basis of the 100 MGD contracted for, plus the excess consump­
tion of 10 MGD of Rose City. This basis is used as required in the problem 
which states—“I t  was further agreed that the operating costs were to be appor­
tioned according to actual water consumption, but in no event was the basis 
for any municipality’s portion to be less than the contract allotment.”)
(8)
Accounts receivable—Rose City ........................................  $ 36,000
Accounts receivable—Copperville......................................  18,000
Accounts receivable—Pineboro ..........................................  9,000
Accounts receivable—Coletown ........................................  36,000
Capital division ............................................................ $
To record the operating costs advanced by the capi­
tal division, and to charge the participating muni­
cipalities with their proportion, as follows:
Operating expenses ....................................  $71,000
50% of $16,000 ............................................  8,000
80% of $25,000 ............................................  20,000
Total $99,000
Chargeable as follows:
MGD MGD
Con­
tracted
Con­
sumed
Basis, per
Contract Amount
Rose City .. . 30 40 40/110 $36,000
Copperville . 20 10 20/110 18,000
Pineboro . . . 10 S 10/110 9,000
Coletown 40 25 40/110 36,000
Totals . . . . 100 80 110/110 $99,000
(9)
Cash ........................................................................................ $ 30,000
Accounts receivable—Rose City ..............................
To record the payment of the operating assessment 
of Rose City.
(10)
Cash .......................................................................................  79,800
Accounts receivable—Rose City ..............................
Accounts receivable—Copperville ............................
Accounts receivable—Pineboro ..................................
Accounts receivable—Coletown ................................
To record the cash received from the water sales 
department on the profit to Glendale, and the appor-
99,000
30,000
29,018
14,509
7,255
29,018
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tionment to the participating municipalities on the 
basis of operating costs.
Charged to Glendale (3,660 million gallons
at $30 per million gallons) .................... $109,800
Less—cost of connecting pipe lines ........  30,000
Profit ........................................................ $ 79,800
Distributed as follows:
Proportion Amount
Rose City ................ ..............  40/110 $29,018
Copperville .............. ..............  20/110 14,509
Pineboro .................. .............. 10/110 7,255
Coletown ................ ..............  40/110 29,018
Totals .................. ..............  110/110 $79,800
(11)
Capital division ...................................................................
Cash ...............................................................................
To record the settlement of the balance due to the 
capital division.
Water Sales Division 
(12)
Sales of water ......................................................................
Capital division ............................................................
To record the credit to the capital division for the 
payment by that division of the cost of the Glendale 
pipe line.
(13)
Accounts receivable—Glendale ..........................................
Sales of water ..............................................................
To record the charge to Glendale for 3,660 million 
gallons of water at $30 per million gallons.
(14)
Cash .......................................................................................
Accounts receivable—Glendale ..................................
To record the receipt of cash from Glendale, during 
the year 1936 (12 months at $7,500 per month).
(15)
Sales of water ......................................................................
Cash ...............................................................................
To record the cash payment to the operating division 
of the profit on the sale of water to Glendale.
(16)
Capital division ...................................................................
Cash ................................................................................
To record the payment to the capital division in part 
settlement of the current-account balance.
99,000
99,000
30,000
30,000
109,800
109,800
90,000
90,000
79,800
79,800
10,200
10,200
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Spring Valley W ater Comm ission  
Work Sheet
For the Period Ended December 31, 1936
Capital Division
Transactions to
December 31, 1936
Balance-sheet 
December 31, 1936
Cash ........................ (1) $ 9,800,000 (2) $ 9,613,000
(7) 109,200 (5) 99,000
(6) 30,000 $ 167,200
(1) 200,000 200,000
Assessment—
Rose City ........ (3) 870,000 (1) 3,000,000 $ 2,130,000
Copperville ........ (3) 400,000 (1) 2,000,000 1,600,000
Pineboro ............ (3) 120,000 (1) 1,000,000 880,000
C ole tow n............ (1) 4,000,000 5,003,000
(4) 1,003,000
Spring Valley Water
Project .............. (2) 9,613,000 9,613,000
Due from Coletown (4) 1,003,000 1,003,000
Unexpended balances
—Rose City . . . . (3) 870,000 870,000
Unexpended balances
—Copperville . . . (3) 400,000 400,000
Unexpended balances
—Pineboro ........ (3) 120,000 120,000
Operating division . (5) 99,000 (7) 99,000
Water sales division (6) 30,000 (7) 10,200 19,800
$22,244,200 $22,244,200 $11,003,000 $11,003,000
Operating Division
Accounts receivable
—Rose City . . . . (8) $ 36,000 (9) $ 30,000
(10) 29,018 $ 23,018
Accounts receivable
—Copperville . . .  
Accounts receivable
(8) 18,000 (10) 14,509 $ 3,491
—Pineboro ........
Accounts receivable
(8) 9,000 (10) 7,255 1,745
—C oletow n........ (8) 36,000 (10) 29,018 6,982
Cash ........................ (9) 30,000 (11) 99,000
(10) 79,800 10,800
Capital division . . . (11) 99,000 (8) 99,000
$ 307,800 $ 307,800 $ 23,018 $ 23,018
Water Sales Division
Cash ......................
Accounts receivable 
—Glendale ........
Sales of w a te r ........
Capital division . . .
(14)
(13)
(12)
(15)
(16)
$ 90,000
109,800
30,000
79,800
10,200
(15)
(16)
(14)
(13)
(12)
$ 79,800
10,200
90,000 $ 
109,800  
30,000
19,800
$ 19,800
$ 319,800 $ 319,800 $ 19,800 $ 19,800
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Commercial Law, May, 1938
No. 1.
A memorandum, in order to make enforceable a contract within 
the statute, may be any document or writing, formal or informal, 
signed by the party to be charged or by his agent actually or appar­
ently authorized thereunto, which states with reasonable certainty,
(a) Each party to the contract either by his own name, or by 
such a description as will serve to identify him, or by the name or 
description of his agent, and
(b) The land, goods or other subject matter to which the contract 
relates, and
(c) The terms and conditions of all the promises constituting the 
contract and by whom and to whom the promises are made.
The signature may be written, printed or stamped, but must be 
made or adopted with the declared or apparent intent of authenti­
cating the memorandum as that of the signer.
No. 2.
Jones was not released. Taking a non-negotiable note for a debt 
does not in itself constitute payment or amount to a discharge of the 
debt. The non-negotiable demand note gave White no greater rights 
as against Baker than he had before. As it was payable forthwith it 
did not extend the time of payment and therefore did not discharge 
the surety.
No. 3.
Plaintiff’s acceptance of the check was not an accord and satis­
faction. It is an essential element of an accord and satisfaction by the 
tender of a check that the debtor who tenders the check make it 
clear that the check which is sent is offered only on condition that it 
is taken in full payment. In this case no such statement appears to 
have been made by the defendant when he sent the check to the 
plaintiff, and in the absence of such a statement the retention of the 
check, especially where the creditor promptly notifies the debtor that 
he still insists upon payment of the balance of the claim, does not 
establish his assent to the acceptance of the sum tendered as a full 
settlement.
No. 4.
(a) A check is an unconditional order in writing drawn on a bank 
signed by the person giving it requiring the bank to pay on demand 
a sum certain in money to order or to bearer. A check is one form 
of bill of exchange.
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(b) A check must be presented for payment within a reasonable 
time after its issue or the drawer will be discharged from liability 
thereon to the extent of the loss caused by the delay. A loss might 
be caused by delay, for example, if the bank on which the check is 
drawn should fail during the intervening time. If the payee, the 
drawer and the bank are all in the same place, presentment should 
be made on the day following delivery. If the drawee bank is not 
in the same place, the check should be sent forward for collection 
on the day following receipt. These rules are not invariable and may 
be affected by special circumstances. An endorser is discharged irre­
spective of any loss or injury by delay in presentment beyond a 
reasonable time after the last negotiation.
(c) Where a check is certified by a bank on which it is drawn, 
the bank engages that it will pay the check according to the tenor of 
the certification, and admits the existence of the drawer, the genuine­
ness of his signature, and his capacity and authority to draw the 
instrument, as well as the existence of the payee and his then ca­
pacity to endorse.
(d) Where the holder of a check procures its certification, the 
drawer and all endorsers are discharged from liability thereon. If, 
however, the drawer of a check procures it to be certified, he is not 
discharged even though he does so at the payee’s request.
No. 5.
An offer is a conditional promise giving the offeree a power, by 
complying with the request or condition, to turn the promise in the 
offer into a contract or sale.
This continuing power in the offeree may be terminated in various 
ways, among which are included his rejection of the offer or a coun­
teroffer by the offeree. The rejection may be by words or acts indi­
cating that he declines to accept or justify the offeror in inferring 
that the offeree intends not to accept. A counteroffer is usually in 
the form of a conditional acceptance and has the effect of terminating 
the power of acceptance conveyed to the offeree by the original offer.
Rejection by mail or telegram does not destroy the power of ac­
ceptance until received by the offeror, but limits the power so that a 
letter or telegram of acceptance started after the sending of the re­
jection is only a counteroffer unless the acceptance is received by 
the offeror before he receives the rejection.
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A meeting of the minds or “mutual assent” occurs, for example, 
if A, the owner of a white horse and a bay horse, says to B, “I offer 
to sell you my white horse for $100” and B says to A “I accept.”
No. 6.
This transaction did not constitute the declaration of a dividend. 
The test as to whether a dividend has been declared is whether or 
not the funds are set aside and the stockholders given the right to 
demand payment therefrom. In the transaction described the stock­
holders had no greater right to demand payment than before.
No. 7.
(a) A conditional sale is a contract for the sale of personal prop­
erty under which possession is delivered to the buyer but title is 
retained in the seller until some condition is fulfilled, usually the 
payment of the purchase price.
(b) The seller can usually protect himself by recording the con­
tract of sale pursuant to the local statute.
(c) Upon default by the buyer in a conditional sale the seller may 
usually retake the goods without process of law if it can be done 
without a breach of the peace, or the seller may recover the goods 
by action of replevin. In the alternative the seller may bring an 
action for the purchase price, in which case he usually cannot re­
cover the property.
(d) There is considerable difference in state practice as to the 
right of the buyer to redeem in the absence of a provision in the con­
tract allowing redemption or a statute giving that right. The uniform 
conditional sales act, which is in effect in some jurisdictions, provides 
for redemption under certain conditions by payment of the amount 
due with expenses.
No. 8.
This contract could be held invalid because the defendants and the 
plaintiff as directors have a duty to use their own judgment each year 
in the election of the president. They owe this duty to all of the 
stockholders, including the minority stockholders other than them­
selves. The defendants and plaintiff as directors cannot make an 
agreement which will restrict them in the future in the exercise of 
this duty.
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No. 9.
(a) X ’s estate cannot recover from the bank the amount of the 
check. The rule that an agent’s authority is revoked by the death of 
the principal without notice, does not apply to payment of a check 
by the drawee bank having no knowledge of the drawer’s death, even 
though the check was without consideration.
(b) The negotiable-instruments act provides that a check does not 
operate as an assignment of funds in the bank, and although there 
are some authorities to the contrary, the most modern view is that 
X ’s estate could recover the amount of the check from the payee. 
The theory is that the check is a mere order for the payment of the 
money and does not operate as an assignment, legal or equitable, of 
any part of the fund, that the death of the principal revokes the 
authority of the agent to collect the check, that the transaction may 
not be sustained as a valid gift since the giving of the check is execu­
tory and the essential element of a completed delivery is absent, and 
that in the absence of consideration the estate may enforce recovery 
from the payee of the amount collected.
No. 10.
(a) The method of qualification is determined by the statute of 
the particular state. Such a statute usually provides that a certificate 
of authority to do business must be obtained from the Secretary of 
State upon application. This usually shows the name of the corpora­
tion, its capital stock, and the type of business to be performed in 
the state. There is usually a requirement that the corporation main­
tain an agent resident within the state or designate the Secretary of 
State or some other official as agent for service of process.
(b) The risks depend on local statutes. Common provisions are 
that the corporation may be fined, that contracts are void or that 
the corporation cannot sue on contracts made in the state prior to 
qualification, or perhaps that remedies are suspended until the cor­
poration qualifies.
(c) In rendering an opinion as to the desirability of a corporation 
qualifying in a certain state, an accountant should report on the 
amount of business done by the corporation in the state and the pros­
pects of extending such business, together with the expense of quali­
fying. An accountant should not render an opinion as to the steps 
necessary for qualification or the legal risks incident to failure to
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qualify, for rendering such an opinion would constitute the illegal 
practice of law.
No. 11.
(a) “Adjusted net income” is the net income minus the normal 
income tax imposed on corporations by section 13 of the revenue 
act of 1936, minus the credit allowed by section 26(a) of the same 
act, relating to interest on certain obligations of United States and 
government corporations.
Example:
The “A” Company, a domestic corporation, had for the calendar 
year 1937, a net income of $300,000 including interest on United 
States obligations in the sum of $15,000 and dividends amounting 
to $30,000 from domestic corporations subject to taxation under 
title I. The normal tax of the “A” Company computed under section 
13 is $37,765. The adjusted net income of “A” Company is as 
follows:
Net income .................................................................................  $300,000
(1) Income tax under section 13 ...................................... $ 37,765
(2) Credit under section 26(a) interest on United
States obligations............................................................ 15,000
52,765
Adjusted net income as defined in section 14(a) (1) ___ $247,235
(b) Undistributed net income means the adjusted net income 
minus the sum of the dividends-paid credit provided in section 27 of 
the act, and the credit provided in section 26(c) relating to contracts 
restricting dividends.
Example:
Corporation “A” had adjusted net income as defined in section 
14(a) (1) for the calendar year 1937 in the amount of $247,235. 
It paid cash dividends of $125,000 to, and which were received by, 
its stockholders in the year 1937. I t paid no other dividends in that 
year, had no dividend “carry-over” and was entitled to no other 
dividends-paid credit under section 27. It was entitled to a credit 
in the sum of $50,000 under section 26(c) relating to contracts re­
stricting the payment of dividends. The undistributed net income 
of “A” Company is as follows:
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Adjusted net come as defined in section 14(a) (1) ..........  $247,235
Minus:
(1) Dividends-paid credit under section 27 ....................  $125,000
(2) Credit relating to contractual restrictions under sec­
tion 26(c) ...................................................................... 50,000
175,000
Undistributed net income as defined in section 14(a) (2) $ 72,235
No. 12.
(a) The apparent purpose of requiring the use of base (2) is to 
collect taxes from closely held corporations which could otherwise 
show meager net incomes by paying large bonuses and salaries to 
officers and compensation to employees owning more than 5% of 
the outstanding stock.
(b) I assume that the financing expenses of $15,000 are allocable 
to and thus deductible in the year in question under proper account­
ing practice. I also assume that “30% of” refers to everything there­
after.
With these assumptions the tax on base (1) would be computed
as follows:
Net profits on operations ............................................................................ $150,000
Dividends received on stocks owned (if included under state law) ..  17,000
Total income .......................................................................................... $167,000
Less financing expenses................................................................................ 15,000
Net income ...........................................................................................  $152,000
Tax a t 6%—$9,120
The salaries and bonuses to officers and compensation of employees 
do not affect the net income because they have already been taken 
into account in computing the net profit on operations. The dividends 
paid to stockholders do not affect net income, but are payable out of
surplus.
The tax on base (2) would be computed as follows:
Net incom e.....................................................................................................  $152,000
Compensation paid to officers .................................................................. 330,000
Compensation paid to holders of more than 5% of outstanding stock 30,000
Total .......................................................................................................  $512,000
Less exemption .............................................................................................  5,000
$507,000
Tax base is 30% of $507,000, or $152,100.
Tax at 6% on $152,100 is $9,126, which is the tax payable.
Accounting Theory and Practice, Part II, May, 1938
No. 1.
(1) Eastern Manufacturing Corporation
(As recorded in the books of the Eastern Sales Company of France)
Date of Rate of
Purchases: Units Dollars Exchange Francs
1936
Feb. 15 ...................................... 200,000 $1,000,000 .0668 14,970,060 Fcs.
Apr. 4 ...................................... 10,000 50,000 .0659 758,725
July 2 0 ...................................... 20,000 100,000 .0662 1,510,574
Nov. 1 6 ...................................... 50,000 250,000 .0465 5,376,344
Total purchases ................ $1,400,000 22,615,703 Fcs.
Remittances:
Oct. 1 ........................................ $ 194,800 .0487 4,000,000 Fcs.
Dec. 1 1 ........................................ 233,000 .0466 5,000,000
Total remittances .......... $ 427,800 9,000,000 Fcs.
Balance (before adjustment) . $ 972,200 13,615,703 Fcs.
Exchange lo s s ............................ 7,202,284
Balance ...................................... $ 972,200 .0467 20,817,987 Fcs.
(2) Valuation of the I nventory of 100,000 Units of
the Sales Company—December 31, 1936
Market value (100,000 units a t 110 francs per unit)—11,000,000 
francs a t .0467 .......................................................................................... $513,700
There is no good reason why the value of the inventory in the 
hands of the sales company should be shown in the balance-sheet 
at any amount other than the domestic (French) market value. 
Therefore, it is unnecessary to compute the cost in terms of francs.
(3) Intercompany Profit To Be Eliminated from
I nventories at December 31, 1936
Market value, per above (2) ................................................  $513,700
Deduct:
Cost to manufacturing company—100,000 units at $4.00 
each .....................................................................................  $400,000
Freight and duty at 10 francs per unit: 100,000 units—
1,000,000 Fcs. at .0467 ....................................................  46,700 446,700
Intercompany profit to be eliminated ..................................  $ 67,000
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No. 2.
E xplanatory Adjustm ent E ntries
(The problem does not require these entries or the working papers, both of 
which are given here for explanatory purposes only)
(1)
Accounts receivable ..............................................................
Cash ...............................................................................
To adjust for the customers’ checks received during 
the month of January, 1938.
(2)
Cash .......................................................................................
Accounts payable ........................................................
To adjust for checks issued during the month of 
January, 1938.
The entry of the invoices in the amount of $80,000 
which were received in January, 1938, for goods and 
services delivered in December, 1937, is correct and 
calls for no adjustment.
(3)
Surplus ...................................................................................
Selling and administrative expenses ................................
Cash-surrender value of life-insurance............................
Investments ...................................................................
To transfer the premiums paid for life-insurance 
policies from the investment account and to charge 
surplus with the life-insurance expense for prior years 
($80,000 minus $15,000 minus $40,000) and selling and 
administrative expenses for the current year ($15,000 
minus the increase in the cash-surrender value of 
$10,000).
(4)
Treasury stock—at cost ....................................................
Investments ...................................................................
To transfer to treasury-stock account the cost of 
2,600 shares of such stock purchased in 1932.
In some states, it would be desirable, under the statutes, 
to increase the amount a t which the treasury stock is 
carried to the par value of the stock by means of the
Dr. Cr.
$ 200,000
$ 200,000
150,000
150,000
$ 25,000
5,000
50,000
$ 80,000
220,000
220,000
following entry:
Treasury stock ................................ $40,000
Discount on treasury stock . . . .  $40,000
In  such a case, the treasury stock would be shown in 
the balance-sheet as a deduction at par from the 
amount of the par value of the issued stock, and the 
discount on treasury stock would be shown under 
the capital-surplus section.
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In other states, the statutes require that the treasury
stock be carried at cost and that the surplus be re­
stricted by that amount. This procedure is followed in
this solution.
(5)
Reserve for doubtful accoun ts.......................................... 50,000
Accounts receivable ......................................................
To write off the uncollectible accounts.
(6)
Net sales ...............................................................................  300,000
Cost of sales ................................................................
Profit on sale of patent ..............................................
To adjust for the sale of the patent.
The inventory of finished product is carried at 50%
of selling price. This may be adjusted to a cost basis
somewhat as follows:
Net sales (after adjustment No. 6) . . . .  $3,200,000
Sales value of finished-goods inventory 1,200,000
50,000
170,000
130,000
T o ta l ...................................................... $4,400,000
Deduct:
Cost of sales (after adjust­
ment No. 6) ................  $2,260,000
Finished-goods inventory . 600,000 2,860,000
Gross p ro f i t .................................................. $1,540,000
Rate of gross p ro f i t ................................ 35%
The cost value of the finished-goods inventory is,
therefore, 65% of $1,200,000, or $780,000.
(7)
Inventory—finished p ro d u c t.............................................. 180,000
Cost of s a le s .................................................................
To increase the amount of the inventory of finished 
product to cost.
(8)
Inventories—raw materials and supplies ........................ $ 200,000
Inventories ....................................................................
To set out the inventory of raw materials and sup­
plies in a separate account.
(9)
180,000
$ 200,000
L a n d ........................................................................................ 200,000
Buildings ................................................................................ 800,000
Machinery and equipment ................................................  3,000,000
Patents .................................................................................... 1,000,000
Property ........................................................................
To segregate the property accounts.
5,000,000
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(10)
Reserve for depreciation .................................................... 1,600,000
Reserve for depreciation—buildings ........................
Reserve for depreciation—machinery and equip­
ment ............................................................................
Reserve for depreciation—p a te n ts ............................
To segregate the above accounts.
I t  will be noted that a dividend of $8 per share was
paid on 40,000 shares of capital stock (40,000 at $8 is
$320,000), which includes the 2,600 shares of stock
held in the treasury.
(11)
Other income ........................................................................ 20,800
Surplus.................. .........................................................
To adjust for the dividend of $8 per share paid on 
the 2,600 shares of treasury stock.
After giving effect to the above adjustments which
affect the net profit before income taxes, the adjusted
taxable income is $325,500 plus the nondeductible pay­
ment of life-insurance expense of $5,000 (or $330,500).
The federal income taxes are to be estimated as 15%,
“rounded upward to the nearest thousand dollars.” 15%
of $330,500 is $49,575. The reserve is increased, there­
fore, from $26,000 to $50,000 by means of the following
entry:
(12)
Federal income taxes .......................................................... 24,000
Reserve for federal income taxes ..............................
To increase the reserve, as noted above. .
(13)
S u rp lu s.................................................................................... 200,000
Premium on capital s to c k ..........................................
To segregate the premium received on the sale of capi­
tal stock.
(14)
Treasury stock .................................................................... 1,000,000
Unissued stock ..............................................................
To reclassify unissued stock of company lodged in 
treasury-stock account.
170,000
1,080,000
350,000
20,800
24,000
200,000
1,000,000
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Exhibit B
X enia M anufacturing Company
Profit-and-Loss Statement
For the Year Ended December 31, 1937
Net sa le s ...................................................................................  $3,200,000
Cost of sales ............................................................................ 2,080,000
Gross profit on sales .............................................................. $1,120,000
Selling and administrative expenses....................................  905,000
Operating profit .....................................................................  $ 215,000
Other income ...........................................................................  130,000
Total operating profit and other income ..........................  $ 345,000
Other expense—Interest on notes p ay ab le ........................  19,500
Income before provision for federal income ta x e s ..........  $ 325,500
Provision for federal income taxes ......................................  50,000
Net income .............................................................................  $ 275,500
Exhibit C
X enia M anufacturing Company
Analysis of Earned Surplus
For the Year Ended December 31, 1937
Balance, January 1, 1937 .................................................... $ 538,700
Less—Premium on capital s to c k .......................................... $200,000
Adjustment for life-insurance-premium expense . .  25,000
Total .............................................................................  225,000
Adjusted balance, January 1, 1937 ......................................  $ 313,700
Add—Profits for the year ended December 31, 1937
(Exhibit B) .......................................................................... 275,500
Total .............................................................................  $ 589,200
Deduct—Dividends paid on stock outstanding (not in­
cluding stock held in treasury) ......................................  299,200
Balance, December 31, 1937 (Exhibit A) $ 290,000
226 A N S W E R S
No. 3.
T h e  American I nvestment T rust
Balance-sheet 
December 31, 1934
Assets
Current assets:
Cash in bank .........................................................................  $ 38,000
Marketable securities—at cost of $1,072,550 less write­
down of $579,000 to market value at December 31,
1932 (Market value at December 31, 1934—$723,400) 493,550
Prepaid expenses ........................................................................
$531,550
750
$532,300
Liabilities and Net Worth
Current liabilities:
Management fee .................................................................... $ 2,600
Taxes payable, including federal income taxes .............. 4,200 $ 6,800
Net worth:
Capital stock of no par value—authorized and issued,
8,000 shares a t an assigned value of $50 per share . .. $400,000
Capital surplus, after the transfer of the deficit in 
earned-surplus account at December 31, 1932, amount­
ing to $529,000 .................................................................. 66,000
Earned surplus (restricted in the amount of $7,500, the
cost of 500 shares of treasury stock):
Net income for 1933 and 1934 ..............  $115,000
Less—dividend of $6 per share paid dur­
ing the year 1934 .................................... 48,000 67,000
Total ................................................................................ $533,000
Less—cost of 500 shares of treasury s to c k ........................ 7,500 525,500
$532,300
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No. 5.
  (1) Computation of the work of finished goods and work in process 
inventories at December 31, 1937.
Allegheny M anufacturing Company
Schedule of manufacturing costs: 
Work in process, January 1, 1937   
Materials used in manufacture:
Inventory, Jan. 1, 1937 $100,000 
Purchases ....................  194,400
Material Labor Overhead Total
$ 5,600 $ 3,050 $ 1,050 $ 9,700
Total ........................  $294,400
Inventory, Dec. 31 , 1937 80,000
Labor, overhead, and depreciation ..
Totals ..............................................
Equivalent units produced ........
Average per u n i t ..........................
Computation of units produced:
Units sold ..........................................
Inventory, December 31, 1937 ___
214,400 214,400
113,950 154,950 268,900
$220,000 $117,000 $156,000 $493,000
20,000 19,500 19,500
$ 11.00 $ 6.00 $ 8.00 $ 25.00
18,400
1,700
Total .............................................. 20,100
Inventory, January 1, 1937 .........  1,100
Units produced ............................  19,000
The inventory of work in process at December 31, 1937, con­
tained 1,000 units 100% complete as to the materials, and 50% 
complete as to labor and overhead. The equivalent units of the 
component parts of cost are, therefore:
Material ..............................................................
Units
Produced
. . .  19,000
Work in 
Process 
1,000
Total
20,000
Labor .................................................................... . . .  19,000 500 19,500
O verhead.............................................................. . . .  19,000 500 19,500
Cost of 1,000 units in process at December 31, 1937:
Per Cent Unit
Complete Cost Amount
Material .............................................................. . . .  100% $11.00 $11,000
Labor ................................................................. . . .  50% 6.00 3,000
Overhead ............................................................ . . .  50% 8.00 4,000
Total ...................................................................... $18,000
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Cost of 1,700 units of finished goods on hand December 3 1 , 1937:
Unit Cost
Material .................................................................................  $11.00
Labor .....................................................................................  6.00
Overhead ...............................................................................  8.00
Amount
$18,700
10,200
13,600
$42,500T o ta l ...................................................................................
(2) Annual accounts
Allegheny M anufacturing Company
Balance-sheet
December 31, 1937 
Assets
Current assets
Cash .........................................................................................  $ 50,000
Accounts receivable ............................................ $150,000
Less—Reserve for discounts ............................  9,000 141,000
Inventories:
Raw materials ................................................
Work in process ..............................................
Finished goods ................................................
$ 80,000 
18,000
42,500 140,500
Prepaid expenses .......................................................................
Machinery and fixtures ............................................................ $ 60,000
Less—Reserve for depreciation............................................ 15,000
$331,500
2,000
45,000
$378,500
Liabilities and Net Worth
Current liabilities
Accounts payable ..................................................................
Net worth
Capital stock .........................................................................  $200,000
Surplus, January 1, 1937 .................................. $176,200
Less—Loss for the year ended December 31,
1937 .................................................................... 27,700 148,500
$ 30,000
348,500
$378,500
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Allegheny M anufacturing Company 
Statement of Profit and Loss
For the Year Ended December 31, 1937
Sales .............................................................................................  $552,000
Less—Discounts and allowances ............................................ 35,000
Net sales .....................................................................................  ................
Deduct—Cost of sales:
Raw materials:
Inventory, January 1, 1937 .......................... $100,000
Purchases .......................................................... 194,400
$517,000
Total .............................................................. $294,400
Less—Inventory, December 31, 1937 ........  80,000 $214,400
Labor ...................................................................................  113,950
Manufacturing expenses.................................................... 151,950
Depreciation ........................................................................ 3,000
Total ...............................................................................  $483,300
Inventory variation—Work in process:
December 31, 1937 ...................................... $ 18,000
January 1, 1937 .......................................... 9,700 8,300
Cost of manufacturing .............................................. $475,000
Inventory variation—Finished goods:
December 31, 1937 ......................................  $ 42,500
January 1, 1937 .......................................... 22,000 20,500
Cost of sales ............................................................................. $454,500
Gross profit on sa le s ..................................................................
Deduct—
Selling expenses ......................................................................
General expenses ........................................................................
62,500
$ 48,000 
42,200 90,200
Net loss for the year ended December 31, 1937 ................  $ 27,700
Dejects in the cost system and budgeting methods:
Average costs should never be used unless the number of units
sold of each class is very nearly the same. Because of the better 
material used in grade A (which sold at the same price as the other 
grades), more than half of the total sales were of this class. As a 
result, profits were reduced for every sale made in this class.
Selling prices should be different for each of the grades.
A closer check should be made of the changes in the cost of
materials, and selling prices adjusted accordingly.
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A record should be kept of the number of units put in process 
and finished in order to account for spoilage, shortages, etc.
Budget revisions should be made with each substantial change in 
the cost of materials, labor and overhead, and selling prices adjusted 
accordingly.
No. 6.
Explanatory Adjusting Entries
The investment in White Company stock account shows a balance 
of $690,000. An analysis of the account would probably show:
Cost of 8,000 sh a re s ........................................................ $1,000,000
Less—Selling price of 2,000 shares ............................  300,000
Remainder .................................................................... $ 700,000
Less—Profit on the redemption of $50,000 par value
of bonds which cost $40,000 ..................................  10,000
Balance in the account, per books .............................. $ 690,000
The following entry adjusts for the bond profit:
(1)
Investment—White Company stock ......................................  $ 10,000
Surplus—Top Company .................................................. $ 10,000
To transfer the profit on the White Company bonds 
which were redeemed.
(2)
Goodwill ...................................................................................... 50,000
Surplus—Black Company ................................................ 22,500
Fixed assets ........................................................................ 27,500
To separate the goodwill arising from the purchase of 
the net assets of Green Company by Black Company and 
to credit the surplus account of the latter company for 
the portion of the goodwill amortized and charged to 
operations at the rate of 5% per annum since July 1,
1928.
Stated value of stock issued by Black Com­
pany for the pu rchase ................................ $300,000
Net assets acquired from Green Company 250,000
Goodwill purchased ................................ $ 50,000
Charged to operations (9 years at 5%) . . .  22,500
Remaining value in the fixed asset account $ 27,500
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The problem states that “this goodwill amount has been 
amortized by Black Company by charges to operations,” 
etc. On this statement, it is assumed that the goodwill 
(fixed asset) account was credited with the amount written 
off during the nine years. However, the candidate might 
assume that the asset was not reduced, and that the reserve 
for depreciation account was credited with the $22,500. 
Further, the “goodwill” of $50,000 might be considered as 
a loss to Green Company. Under such an interpretation, 
the charge would be to surplus account rather than to 
goodwill in entry (2).
(3)
Cash—Top Company ................................................................ $ 2,000
Intercompany accounts (asset) ...........................................  $ 2,000
To adjust the accounts for the check issued by White
Company on June 29, 1937, but which was not re­
ceived by the Top Company until July 1, 1937.
(4)
Surplus—White Company ........................................................ 5,000
Intercompany accounts (liability) ..................................  5,000
To record the liability to Black Company for merchan­
dise shipped to White Company. The merchandise was 
inventoried by the latter company, but the liability was 
not recorded.
(5)
Intercompany accounts (asset) ..............................................  5,000
Fixed assets—Red C om pany ............................................ 5,000
To reduce the cost of the machinery bought from Black
Company from $80,000 to $75,000 (the cost to Black
Company).
(6)
Intercompany accounts (asset) ........................  ................  25,000
Reserve for depreciation—Red Company ....................  25,000
To set up the depreciation on the fixed assets sold to
Red Company by Black Company accrued up to the 
date of sale.
At this point, the machinery bought from Black Com­
pany is carried at $75,000 (the cost to Black Company), 
and the reserve for depreciation applicable to that machin­
ery is carried at:
Depreciation to date of sale (entry num­
ber (6)) ........................................................ $ 25,000
Depreciation at 10% per annum for 3 years 
on $80,000, the value a t which it is 
carried by Red Company ........................  24,000
Total .......................................................... $ 49,000
234 A N S W E R S
On June 30, 1934, when Red Company purchased this 
machinery, the carrying value on the books of Black Com­
pany was:
Cost .................................................................... $ 75,000
Reserve for depreciation .............................. 25,000
Book value .................................................. $ 50,000
On that same date the “estimated useful life” was 10 
years. Hence, only $5,000 per year for the three years 
should be provided. The excess depreciation of ($24,000 
less $15,000) should be credited to surplus account, for 
consolidation purposes, which is done in entry number (7) 
following. After this entry has been posted, the net carry­
ing value will be:
Cost .................................................................... $ 75,000
Less—
Reserve for depreciation ........  $49,000
Deduct—adjustment number (7) 9,000 40,000
Balance to be written off over the 
next seven years at $5,000 per 
annum .......................................... $35,000
(7)
Reserve for depreciation—Red Company ............................  $ 9,000
Surplus—Top Company ....................................................
To adjust the depreciation provided since July 1, 1934.
(8)
Surplus—Top Company .......................................................... 2,475
Reserve for intercompany profit in inventories ........
To reserve against the profit in the inventoried merchan­
dise ($25,300) bought by Red Company from White
9,000
2,475
Company, as shown below:
Selling price ...................................................... $ 25,300
Cost (100/115 of $25,300) ............................  22,000
Profit (15% above cost) .............................. $ 3,300
As the Top Company owns 75% of White Company 
(the selling company who has taken into its surplus ac­
count the profit of $3,300) 75% of this profit, or $2,475, 
is in the consolidated surplus and should be eliminated. 
However, some accountants would eliminate the entire 
$3,300.
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(9)
Surplus—Top Company .......................................................... $ 20,500
Reserve for intercompany profit in inventories..........
To reserve against the profit in the inventoried mer­
chandise, purchased from Black Company (wholly owned 
by Top Company), as shown below:
$ 20,500
Purchased by Red C om pany ........................  $ 16,500
Purchased by White Company ....................  86,000
Total (at selling prices) ............................  $102,500
Less cost (100/125 of $102,500) ................ 82,000
Profit (25% above cost) ..........................  $ 20,500
In this case, the selling company is 100% owned by 
Top Company, and the entire profit of $20,500 should be 
eliminated from the consolidated surplus.
(10)
Notes payable to Top Company ............................................ 200,000
Notes payable ....................................................................
To transfer the amount of the notes receivable from
White Company which were discounted at the bank by
Top Company to notes payable account, as they are 
now payable to someone outside of the consolidation.
(11)
Investments—Black Company bonds .................................... 25,000
Surplus—Top C om pany ....................................................
To write up the cost of the investment in the bonds of
Black Company to par value.
In this solution, the credit is considered as surplus aris­
ing through consolidation. Another method which may be 
followed is to credit the amount of the discount to “dis­
count on treasury bonds” account, and to transfer the 
amount applicable up to the date of the balance-sheet to 
surplus account.
(12)
Sinking fund bonds—Black C om pany .................................. 300,000
Investments—Black Company bonds ............................
To transfer the investment in the bonds of Black Com­
pany.
(13)
Investment in White Company stock .................................. 50,000
Surplus—Top C om pany....................................................
200,000
25,000
300,000
50,000
236 A N S W E R S
To transfer the profit on the sale of 2,000 shares of stock
of the White Company, as shown below:
Cost of 8,000 sh a re s ....................................  $1,000,000
Cost of 2,000 shares (¼  of $1,000,000) .. $ 250,000
Selling price of 2,000 shares ......................  300,000
Profit to surplus acco u n t............................  $ 50,000
A footnote to the consolidated balance-sheet should state 
that the liabilities of the Red Company are guaranteed by 
the Top Company.
E liminations
(A)
Surplus—Top Company ............................................................ $ 30,000
Intercompany accounts ....................................................
To eliminate the profit on the sale of the fixed assets by 
Black Company to Red Company, as follows:
Selling price ...................................................... $ 80,000
Book value:
Cost .............................................. $75,000
$ 30,000
Accrued depreciation ..................  25,000 50,000
Intercompany profit ......................................  $ 30,000
(B)
Accrued in te re s t..........................................................................   4,500
Surplus—Top Company ..................................................
To eliminate the accrued interest payable to Top Com­
pany which company owns ⅔  of the outstanding bonds 
of Black Company (⅔  of $6,750 is $4,500).
(C)
Intercompany accounts ............................................................ $325,000
Intercompany accounts ....................................................
To eliminate the intercompany accounts.
(D)
Capital stock—Black Company .............................................. 300,000
Investment—Black Company stock ..............................
To eliminate the investment, at cost, of the wholly owned 
Black Company.
(E)
4,500
$325,000
300,000
Capital stock—White Company ............................................ 600,000
Surplus—White Company ........................................................ 75,000
Investment—White Company stock .............................. 675,000
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To eliminate the 75% interest in the stock and surplus
of White Company at the date of acquisition, as shown
below:
100% 75%
Capital stock ................ ..............  $800,000 $600,000
Surplus ............................ ..............  100,000 75,000
Totals .......................... ..............  $900,000 $675,000
It will be noted that the liabilities of Red Company, in­
cluding the amount due on intercompany accounts are in 
excess of its assets. As the deficit is $6,000 in excess of the 
par value of the capital stock, the minority interests have 
been wiped out. Under the circumstances, the net deficit is 
charged against the consolidated surplus in the following 
elimination.
(F)
Capital stock—Red C om pany .................................................. 100,000
Surplus—Top C om pany............................................................ 86,000
Investment—Red Company s to c k ..................................  80,000
Surplus (Deficit)—Red C om pany.................................. 106,000
To eliminate the investment in Red Company.
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AMERICAN INSTITUTE OF ACCOUNTANTS
EXAMINATION OF NOVEMBER, 1938
Auditing, November, 1938
No. 1.
(1) Goods ordered but not received need not be shown in the 
balance-sheet unless the quantity is abnormally large, or the prices 
are in excess of the prevailing market prices. If either of these con­
ditions obtain, the facts should be shown in a footnote to the 
balance-sheet.
If title has passed, the item should be shown in the inventory sec­
tion of the balance-sheet as “merchandise in transit,” or “merchan­
dise ordered, but not yet received,” and the corresponding liability 
set up as accounts or vouchers payable.
(2) Goods received but not yet entered on the books should be in­
cluded in the inventory, using the same basis of valuation that is 
used in valuing any similar merchandise, and the liability should be 
set up as accounts or vouchers payable.
In a few industries, it is customary not to record on the books 
any merchandise purchased for the next season, nor to enter the 
liability therefor. In such cases, a footnote must be made on the 
balance-sheet to that effect, including the amount.
(3) Goods held on consignment are not the property of the con­
signee and need not appear on the balance-sheet. Any charges ad­
vanced by the consignee for the account of the consignor should 
be shown as receivable from the latter.
(4) Goods out on consignment should be shown in the inventory 
section of the balance-sheet as “goods out on consignment” at the 
usual inventory valuation plus costs incurred to deliver the mer­
chandise to the consignee.
(5) Goods sold for future delivery should be included in the in­
ventory at the usual inventory valuation. However, if title has 
passed to the customer, the account receivable and the sale should 
be entered on the books.
No. 2.
(1) Reserve for depreciation is a valuation reserve and should 
be deducted from the fixed asset to which it applies.
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(2) Reserve for contingencies is a true reserve and should be 
shown in the net-worth section of the balance-sheet.
(3) (4) Reserve for bad debts and reserve for collection expenses 
are valuation reserves and should be deducted from the related re­
ceivables.
(5) Reserve for damages in law suit (adverse decision) ceases to 
be a reserve if the adverse decision is not to be appealed, and should 
be shown as a current liability. If the decision is to be appealed, 
the reserve should be shown under the caption “Reserves” immedi­
ately above the net-worth section.
(6) Reserves for patent litigations (pending) should be shown 
under the caption “Reserves” immediately above the net-worth sec­
tion. If the clients’ counsel renders an opinion that the suit has little 
foundation and can be successfully defended, the reserve may be 
considered a true reserve and shown in the net-worth section.
(7) Reserve for federal income taxes is a current liability and 
should be shown as such.
(8) Reserve for reduction of inventory values is a true reserve 
and should be shown in the net-worth section, unless it is an adjust­
ment to market value. If it represents an adjustment, it is a valua­
tion reserve and should be deducted from the inventory.
(9) Premiums received on capital stock should be shown as paid- 
in surplus in the net-worth section.
(10) Premiums received on bonds represent a deferred credit to 
bond interest and should be shown as a deferred credit below the 
fixed-liability section.
(11) Bond sinking fund (presumably a reserve) is a true reserve, 
and should be shown in the net-worth section.
(12) Pension fund, depending upon the circumstances, may be a 
liability, a true reserve, or both. That portion which is known to be 
payable should be transferred to a liability account and so shown. 
The remainder may or may not become a liability sometime in the 
future, but even then, the amount may be indeterminable; hence, I 
would show the remainder under the caption “Reserves,” immediately 
above the net-worth section.
No. 3.
When examining the minutes of the board of directors of a corpora­
tion in connection with an audit of its accounts, the auditor should 
look for the following:
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1. Changes in capitalization.
2. Authorizations to sign checks, notes, contracts, etc.
3. Election of officers.
4. Approval of officers’ and employees’ salaries and other compensation.
5. Declaration of dividends.
6. Approval of capital expenditures.
7. Contracts and other expenditures other than those arising within the 
usual course of business.
8. Lawsuits.
9. Authorization to open bank accounts.
10. Any other matters, such as authorizing loans to officers, purchases of 
capital stock of client company, or affiliate, etc.
No. 4.
(a) If the officers own all of the stock of the corporation, and, 
further, if the corporation has no debts so that there are no creditors 
with rights which might be jeopardized, no mention need be made 
of the transaction. However, the possibility of such conditions is so 
remote that the candidate can just as well eliminate it from his an­
swer and answer both sections (a) and (b) as requiring full dis­
closure.
(b) If the officers do not own all the stock of the corporation the 
transactions should be mentioned in the report of the auditor, even 
though the transactions do not violate any of the provisions of the 
trust deed. The officers have a fiduciary relationship to the corpora­
tion.
No. 5.
While there can be no real objection to the inclusion of any over­
head directly resulting from the construction of machines and equip­
ment made in its own machine shop for its own use, the amount 
must not exceed the normal overhead of production. If some of the 
normal overhead is capitalized with a resulting decrease in the over­
head charge to cost of production, the profits of the current period 
would be overstated by that amount, and the profits of future periods 
would be understated by the amount of the depreciation charged on 
the capitalized overhead.
No. 6.
The following definitions were obtained from Bulletin No. 6, 
Municipal Accounting Statements, published by the National Com­
mittee on Municipal Accounting:
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“Fund—A sum of money or other resources (gross or net) set aside for the 
purpose of carrying on specific activities or attaining certain objectives in ac­
cordance with special regulations, restrictions, or limitations. A fund is a dis­
tinct financial or fiscal entity.
“Budgetary accounts—Those accounts necessary to reflect budget operations 
and conditions, such as, estimated revenue, appropriations, and encumbrances, 
as distinct from the proprietary accounts.
“Proprietary accounts—Those accounts necessary to reflect the assets and 
liabilities, and which display the results of operations in terms of revenue, ex­
penditures, surplus, or deficit.
“Appropriation—An authorization by the legislative body to make expendi­
tures and incur liabilities for specific purposes. Note: An appropriation is 
usually limited in amount and as to the time when it may be expended.
“Encumbrances—Obligations in the form of purchase orders or contracts 
which are to be met from an appropriation and for which a part of the appro­
priation is reserved. They cease to be encumbrances when paid or approved 
for payment.
“Unappropriated surplus—That portion of a given fund which is available 
for appropriation as indicated by the amount by which its resources exceed its 
obligations, reserves, and unencumbered appropriations.”
No. 7.
The company has correctly reflected the transactions on its books 
in as much as, under the trust indenture, the trustee is the agent for 
the bondholders, and payment to him fulfills the company’s obliga­
tion. As the cash paid to the trustee is not an asset of the company, 
it should not be shown. The amount of the bonds outstanding should 
be shown as recorded on the books of the company after giving 
effect to the payment of $100,000 charged to that account, or a total 
of $900,000.
While not at all necessary, the amount of cash in the hands of 
the trustee ($112,300), the amount of the bonds ($87,000) and the 
interest coupons ($25,300) not yet presented for payment, may be 
shown in short on the balance-sheet, or as a footnote.
No. 8.
(1) The partners should be called together and informed that 
‘‘the division of profits and the capital contributed by each does not 
agree with the partnership agreement.” If they agree that the dis­
tribution as made is correct, I would insist that they have the new 
understanding reduced to writing, and formally agreed upon, and 
that they approve the accounts before I render my report. If they 
do not agree that the original partnership agreement was changed, 
I would prepare my statements, based on the original agreement.
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(2) I would refer to the partnership agreement to ascertain 
whether there were any provisions therein relating to the accounting 
procedure to be followed in case of the death of a partner. If there 
were, I would follow such procedures. If there were not, I would 
prepare a statement as at the death of the partner as the final state­
ment of the partnership, and set up the deceased partner’s account 
so that it might be liquidated according to law. A new partnership 
agreement should be drawn up, in as much as the old partnership 
was terminated upon the death of the partner.
(3) I would refer to the partnership agreement to learn of any 
clauses covering the sale of one partner’s share, in conjunction with 
a study of the contract of sale. I would watch particularly to see that 
the partner did not confer or sell rights not belonging to him, and 
that the assets were valued according to the agreements. The amount 
of the profits to the date of the partner’s retirement should be cred­
ited to his capital account, and the transfer then made to the partner 
purchasing the interest. The books should be closed as at the date 
of sale, partnership returns prepared, and a new partnership agree­
ment drawn up, as the retirement of one partner dissolves the old 
partnership.
(4) The old partnership agreement should be examined to ascer­
tain whether it contained any provisions covering the admission of 
a new partner, and these provisions should be followed. The books 
of the old partnership should be closed, and a new agreement drawn 
up. I would also verify the capital contributed by the new partner.
No. 9.
(1) It should be borne in mind that the extent of the detailed 
verification should depend upon the system of internal check in effect.
The contracts and correspondence with the purchaser should be 
examined. The cost records showing the charges of $199,500 to the 
contract work in progress account should be obtained and analyzed. 
The correctness and the propriety of these charges should be veri­
fied by checking against the invoices, requisitions of stores and other 
supplies, payrolls, time cards, agreements with subcontractors, over­
head allocations, and other supporting data. Charges for insurance, 
taxes, depreciation, and other items should be substantiated. The 
component costs as shown by the engineers’ estimates should be com­
pared with the actual expenditures to date, and estimates of costs to 
complete should be confirmed by the officers, engineers, or from other
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independent sources. Payments made for the cars delivered should 
be checked against the accounts-receivable ledger and traced to the 
bank, or other evidences of delivery and acceptance by the purchaser 
should be examined.
The cost of the uncompleted 25 cars may be computed as follows:
Total cost to date .......................................................................................  $199,500
Equivalent number of cars completed under the contract:
Number com pleted ............................................................................ 75
Partially completed—80% of 25 c a r s .........................................  20
Total ............................................................................................ 95
Cost per car ($199,500 ÷  95) .................................................................  $ 2,100
Cost of cars delivered (75 at $2,100 each) ............................................ $157,500
Cost of cars uncompleted (80% of 25 at $2,100 each) ...................... $ 42,000
Total .......................................................................................................  $199,500
(2) The transactions should be shown on the balance-sheet as 
follows:
Accounts receivable (75 cars a t $2,500 each) ......................................  $187,500
Uncompleted contract works in progress—at c o s t .................................. $ 42,000
The profit of $30,000 on the 75 cars completed and delivered 
(75 cars at $400 each) should be taken up in the profit-and-loss 
statement. Although some accountants would take up the profit on 
the uncompleted contracts on a basis of the ratio of the work com­
pleted to the total (80% of 25 times $400, or $8,000), I question 
the advisability of so doing in a contracting business of this kind.
No. 10.
The tickets should be prenumbered, bound in book form, and de­
livered by the printer or binder directly to the treasurer of the com­
pany who should maintain control over them. These books should 
be issued by the treasurer to the cashier in numerical order as they 
are needed, and a copy of the transmittal slip should be sent to the 
accounting department at the time of issuance. A record of ticket 
books received and disbursed should be kept by the treasurer.
The cashier should keep a record of the ticket books received from 
the treasurer, issued to each conductor, or sold by his department.
246 A N S W E R S
The conductors should report at the end of each run the ticket books 
received, sold and on hand, together with a record of the tickets and 
cash fares collected. The cashier should check the conductors’ re­
ports, and count the cash, tickets, and ticket books turned in by them. 
He should then prepare a daily summary of the conductors’ reports 
which summary should also show his department’s own sales and col­
lections, and deliver a copy of this daily summary to the treasurer 
with all the cash and tickets collected during the day. The tickets 
collected should be mutilated by the cashier. A copy of his daily 
summary should be sent to the accounting department by the cashier. 
No. 11.
(1) Journal entries recording the following transactions and con­
ditions:
(a) Original purchases of drums:
Drums (fixed-asset account)
Vouchers payable
To record the purchase of drums (at cost)
(b) Drums billed to customers:
Accounts receivable
Reserve for returnable drums
To record the drums billed to customers (at $15 each)
(c) Drums returned:
Reserve for returnable drums 
Accounts receivable
To record the return of drums billed to customers (at $15 each)
(d) Drums not recoverable from customers and for which the charges cannot
be collected:
Reserve for returnable drums 
Accounts receivable
To credit customers with drums not returned (at $15 each)
Loss on drums not returned 
Reserve for depreciation on drums
Drums (fixed-asset account)
To record the loss on drums not returned. (The loss is the difference 
between cost and accumulated depreciation.)
(2) The following general-ledger accounts should be carried and 
shown in the balance-sheet as follows:
Drums:
This is a fixed-asset account in which the drums on hand or in the hands of 
customers should be carried at cost. I t should appear in the balance-sheet 
under the caption of fixed assets.
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Reserve for depreciation on drums:
This is a valuation reserve in which is carried the accumulated depreciation 
on drums owned by the company. I t  should be deducted from the “drums” 
account in the fixed-asset section of the balance-sheet.
Reserve for returnable drums:
This account should be credited with the billed price of drums sent to cus­
tomers. That portion of the balance in the account which represents un­
collected charges should be deducted from accounts receivable to indicate the 
amount owing by customers for merchandise. That portion of the balance 
in the account which represents the billing price of drums not yet returned 
but paid for by the customers should be set out as drum-deposit liability.
Drum-deposit liability:
This account is a liability account to be paid when the drums are returned 
by the customers.
(3) The detailed or over-all checks to verify the balances in 
these ledger accounts follow:
The drums (fixed assets) on hand may be verified by physical 
count, and those in the hands of customers by confirmations and by 
a check of shipping and receiving reports.
The schedule of depreciation should be checked to ascertain that 
it is being computed on the basis of the average life as determined 
by the company’s own experience.
The reserve for returnable drums can be verified by an examina­
tion of the customers’ accounts which probably show a separation 
of the charges and settlements between drums and merchandise. Con­
firmations of customers’ accounts, both for merchandise and for 
drums may also be obtained. The amount to be set aside in the drum- 
deposit liability account may be determined from an analysis of the 
customers’ accounts. The amount to be taken up as a loss or as a 
sale should be based upon the company’s experience in the past, par­
ticularly with the same customers who have not returned the drums.
Accounting Theory and Practice, Part I, November, 1938 
No. 1.
This problem is one involving “joint costs” ; that is, several prod­
ucts are obtained from a single raw material. Other examples are the 
meat packing and petroleum industries. This method is also used in 
industries which produce a single product with varying selling prices, 
such as the glass industry (see problem number 3 of part I of the 
examination set in May, 1933), and in accounting for costs in sub­
divisions and cemeteries.
The costs are apportioned to the various grades on the basis of 
the sales values, in order to provide for a uniform percentage of 
gross profit. The application of the “joint cost” method is shown in 
schedules I and II.
Schedule I
Atlantic Seaboard Lumber Company 
Reapportionment of Costs—Year Ended December 31, 1938
Reapportionment
Grades
Produc­
tion
M Feet
Selling 
Prices 
Per M Feet
Sales
Value
% to Total 
Sales Value
of Production Cost
Amounts Per M Feet
A ............ . 7,200 $35.00 $252,000.00 38.36% $184,128.00 $25.5733
B ............ . 6,000 30.00 180,000.00 27.40% 131,520.00 21.92
C ............ . 4,800 25.00 120,000.00 18.26% 87,648.00 18.26
D ............ . 3,600 20.00 72,000.00 10.96% 52,608.00 14.6133
E ............ . 1,800 15.00 27,000.00 4.11% 19,728.00 10.96
F ............ 600 10.00 6,000.00 .91% 4,368.00 7.28
24,000 $657,000.00 100.00% $480,000.00
Schedule II
Atlantic Seaboard Lumber Company
Statement Showing the Valuation of Finished Lumber on Hand December 31, 
1937
Grade
A ..........................................................................
b ....................................  ...............
c .................................................
D .........................................................................
E .........................................................................
F .........................................................................
M Feet
Cost per 
M Feet
Apportioned
Cost
600 $25.5733 $15,344.00
500 21.92 10,960.00
400 18.26 7,304.00
1,600 14.6133 23,381.00
600 10.96 6,576.00
300 7.28 2,184.00
4,000 $65,749.00
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The following adjusting entries and the working papers are not 
required by the examiners. They are given here for explanatory pur­
poses only.
( 1)
Manufacturing cost of lumber sold ...................... $ 539.00
Buildings and structures .................................. $ 539.00
To adjust the value of the 100,000 feet of grade
D lumber used in the building of a storehouse.
Amount charged ..........................  $ 2,000.00
Adjusted value (100,000 ft. a t
$14.61 per M) 1,461.00
Excess charge ............................  $ 539.00
(2)
Manufacturing cost of lumber sold ...................... $
Lumber inventory ..............................................
To adjust the value of the finished lumber on 
hand at December 31, 1937, as follows:
Value, per b o o k s ..........................  $80,000.00
Adjusted value, per schedule II  65,749.00
14,251.00
$ 14,251.00
Adjustment ................................ $14,251.00
(3)
$ 2,500.00Standing timber—Tract 2 ................................
Prepaid insurance and taxes ............................
To transfer the real estate taxes for the year 
from the prepaid-expense account to the stand­
ing-timber account—Tract 2.
Atlantic Seaboard Lumber Company 
Balance-sheet 
December 31, 1937 
Assets
Current assets:
Cash in banks and on hand ................................ $
Accounts receivable—customers .. $ 75,650.00
Reserve for freight
allowance ..............  $4,300.00
Reserve for doubtful
accounts ................  3,500.00 7,800.00
$ 2,500.00
45,900.00
Lumber inventory ........................
Logs in pond, December 31, 1937 
Material and stores inventory . . .
Total current asse ts ................
Prepaid insurance and ta x e s ............
67,850.00
65,749.00
1,250.00
7,500.00
$ 188,249.00 
1,810.00
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Standing timber: 
Tract 1 ..................
Reserve for deple­
tion ................
$1,200,000.00
70,500.00
Tract 2 .
Fixed assets:
Land . . . .
Buildings and structures . 
Machinery and equipment 
Transportation equipment
Reserve for depreciation
$1,129,500.00
502,500.00
..................  $ 5,000.00
$ 46,461.00
140,000.00
175,000.00
$361,461.00
28,710.00 332,751.00
1,632,000.00
337,751.00
$2,159,810.00
Liabilities and Net Worth
Current liabilities:
Accounts p ay ab le .................................................... $
Accrued wages ........................................................
11,850.00
4,750.00
Total current liabilities ................................
Net worth:
Capital stock:
Preferred, 6% preferred noncumulative—au­
thorized and issued—12,000 shares of 
$100.00 each .................................................... $1,200,000.00
Common—authorized and issued—180,000 
shares of $5.00 each ......................................  900,000.00
Surplus ....................................................   43,210.00
$ 16,600.00
Total net worth .............................................. 2,143,210.00
$2,159,810.00
Atlantic Seaboard L umber Company 
Statement of Profit and Loss
For the Year Ended December 31, 1937 
Lumber sales .............................................................. $ 565,000.00
Deduct—Cost of lumber sold:
Stumpage .........................................
Logging operations:
C u ttin g ..........................................
Skidding ......................................
Spur tracks ..................................
Railroad operation ....................
$ 70,500.00
47,000.00
23,500.00
23,500.00
47,000.00 141,000.00
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Loading operations:
Loading to lighters ....................
Towing to mill ........................
$ 23,500.00 
58,750.00 82,250.00
T o ta l ............................................ $ 293,750.00
Deduct—Logs in pond, December 31, 1937 . . . . 1,250.00
Cost of logs to sawmill ........ $ 292,500.00
Mill operations:
Unloading at mill ...................... $ 31,500.00
Sawmill ........................................ 96,000.00
Sorting shed ................................ 24,000.00
Lumber yard .............................. 36,000.00 187,500.00
Cost of lumber produced . . . . $ 480,000.00
Deduct—
Lumber used .............................. $ 1,461.00
Lumber in inventory, December
31, 1937 .................................. 65,749.00 67,210.00
Cost of lumber s o ld ...................................... 412,790.00
Gross profit ................................................................
Deduct:
Shipping expenses of finished lumber ..............
Selling expenses ......................................................
General and administrative expenses ................
Net profit for the year ended December 31, 1937 
(before provision for federal income taxes) ..
$ 152,210.00
$ 50,000.00
30,500.00
28,500.00 109,000.00
$ 43,21.000
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No. 2.
(a) With problems of this type, it is suggested that a schedule 
accounting for the quantities and their movements be set up at the 
beginning of the solution, much as follows:
Schedule 1
I ndustrial Cement Company
Schedule of Inventories a t January 1, 1937, and December 31, 1937, and of 
Quantities Produced During the Year Ended December 31, 1937
Rock
(Tons)
Slurry
(Barrels)
Clinker
(Barrels)
Cement
(Barrels)
Inventories, January 1, 1937 .......... 20,000 16,000 40,000 70,000
Depletion (See note 1) .................... . 300,000
Total ............................................ . 320,000
Inventory, December 31, 1937 ........ 10,000
Transferred to slurry ........................ 310,000
(310,000 tons of rock times 3.4) . 1,054,000
Total ............................................. 1,070,000
Inventory, December 31, 1937 . . . . 10,000
Transferred to c lin k e r...................... 1,060,000 1,060,000
Total ............................................ 1,100,000
Inventory, December 31, 1937 ........ 70,000
Transferred to cement .................... 1,030,000 1,030,000
Total ............................................ 1,100,000
Inventory, December 31, 1937 . . . . 100,000
Barrels of cement s o ld ...................... 1,000,000
N ote 1.—The number of tons of rock used was obtained by working back
from the number of barrels of cement sold, as follows:
Barrels Tons
Number of barrels of cement sold (per problem) .......... 1,000,000
Add—Inventories of barrels on hand, December 31, 1937:
Slurry .................................................................... 10,000
Clinker .................................................................. 70,000
C em en t.................................................................  100,000 180,000
Total ................................................................ 1,180,000
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Deduct—Inventories of barrels on hand, January 1, 1937:
Slurry .................................................................... 16,000
Clinker .................................................................. 40,000
Cement ................................................................ 70,000 126,000
Number of barrels received in slurry from rock depart­
ment .....................................................................................  1,054,000
Number of tons transferred from rock department to 
slurry (1,054,000 barrels divided by 3.4) ...................... 310,000
Inventory of tons of rock on hand December 31, 1937 .. 10,000
Total ...................................................................................... 320,000
Deduct—Inventory of tons of rocks on hand, January 1,
1937 ........................................................................................ 20,000
Tons of rock quarried (depletion) ...................................... 300,000
The problem states that “the rock deposits which were depleted 
on the basis of 60,000,000 tons commercial quantity should have 
been depleted on the basis of 30,000,000 tons,” and that “up to the 
end of the year 3,000,000 tons of rock had been quarried.” Obvi­
ously, the depletion charge should be doubled, in as much as the 
charge has been based upon twice the number of tons in the revised 
appraisal.
The cost of the rock deposits, according to the balance-sheet, must 
have been:
Rock deposits—Less $30,000 reserve ................. $570,000.00
Add—Reserve ............................................................ 30,000.00
Total ...................................................................... $600,000.00
The rate of depletion per ton is, therefore:
Per books ($600,000.00 ÷  60,000,000 tons) .................... $.01
As adjusted ($600,000.00 4- 30,000,000 tons) ......................... 02
Adjustment, per ton ........................................................ $.01
The analysis of the adjustment for depletion to December 31, 1937 
may be shown as follows:
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Depletion
Per books As adjusted
Rock quarried Tons Rate Amount Rate Amount
To December 31, 1937 ___ 3,000,000 $.01 $30,000.00 $.02 $60,000.00
Prior to January 1, 1937 . 2,700,000 .01 27,000.00 .02 54,000.00
During the year ended De­
cember 31, 1937 .............. 300,000 .01 $ 3,000.00 .02 $ 6,000.00
From the above schedule and analyses, the following schedule of 
production costs may be prepared:
Schedule 2
I ndustrial Cem ent  Company
Schedule of Production Costs for the Year Ended December 31, 1937
Departmental costs—per books . . .  
Adjustment for dep le tion ................
Rock
$60,000
3,000
Slurry
$158,100
Clinker
$530,000
Cement
$206,000
Total, as adjusted .................. $63,000 $158,100 $530,000 $206,000
Quantities produced (Schedule 1) . 300,000 1,054,000 1,060,000 1,030,000
(tons) (bbls.) (bbls.) (bbls.)
Unit costs
Per ton .............................................. $.21
Per barrel:
Departmental ................................ .0618 $.15 $.50 $.20
Cumulative .................................... .2118 .7118 .9118
Schedule 3
(b) I ndustrial Cem ent Company
Statement Showing Departmental Production Costs and the Cost of Cement 
Sold During the Year Ended December 31, 1937
Amount
Rock: Quantity Unit
in Tons Per books Adjusted Cost
Inventory, January 1, 1937 .. 20,000 $ 7,000.00 $ 4,200.00 $.21
Depletion .................................. 300,000 3,000.00 6,000.00 .02
Production costs .................... 57,000.00 57,000.00 .19
Totals .................................... 320,000 $ 67,000.00 $ 67,200.00 $.21
Inventory, December 31, 1937 10,000 5,000.00 2,100.00 .21
Transferred to slurry ............ 310,000 $ 62,000.00 $ 65,100.00 $.21
(The 310,000 tons of rock are equal to 1,054,000 bbls. of slurry.)
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Slurry:
Bbls.
Inventory, January 1, 1937 . 
Rock transferred to slurry .. 
Production costs ....................
16,000 $ 6,400.00 $ 3,389.00
65,137.00
158,100.00
$.2118
.0618
.1500
1,054,000 62,000.00
158,100.00
Totals .................................... 1,070,000 $226,500.00 $ 226,626.00 $.2118
Inventory, December 31, 1937 10,000 7,500.00 2,118.00 .2118
Transferred to clinker ........ 1,060,000 $219,000.00 $ 224,508.00 $.2118
Clinker:
Bbls.
Inventory, January 1, 1937 . 40,000 $ 36,000.00 $ 28,472.00 $.7118
Slurry transferred to clinker 1,060,000 219,000.00 224,508.00 .2118
Production costs .................... 530,000.00 530,000.00 .5000
Totals .................................... 1,100,000 $785,000.00 $ 782,980.00 $.7118
Inventory, December 31, 1937 70,000 70,000.00 49,826.00 .7118
Transferred to cement .......... 1,030,000 $715,000.00 $ 733,154.00 $.7118
Cement:
Bbls.
Inventory, January 1, 1937 . 70,000 $ 77,000.00 $ 63,826.00 $.9118
Clinker transferred to cement 1,030,000 715,000.00 733,154.00 .7118
Production c o s ts ...................... 206,000.00 206,000.00 .2000
Totals .................................... 1,100,000 $998,000.00 $1,002,980.00 $.9118
Inventory, December 31, 1937 100,000 120,000.00 91,180.00 .9118
Cost of cement sold .............. 1,000,000 $878,000.00 $ 911,800.00 $.9118
Schedule 4
I ndustrial Cem ent Company
Statement Showing Decrease in the Valuation of the Inventories on Hand on 
December 31, 1937
Valuation
Quality Per books Schedule Decrease
R o c k ........................ ..........  10,000 tons $ 5,000.00 $ 2,100.00 $ 2,900.00
Slurry .................... .......... 10,000 bbls. 7,500.00 2,118.00 5,382.00
Clinker .................... ..........  70,000 bbls. 70,000.00 49,826.00 20,174.00
Cement .................. ..........  100,000 bbls. 120,000.00 91,180.00 28,820.00
Totals .............. $202,500.00 $145,224.00 $57,276.00
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Schedule 5
(c) I ndustrial Cem ent Company
Statement Showing Computation of the Adjusted Book Value of the Common 
Stock on December 31, 1937
Net worth, per the books of the com pany ................  $3,510,000.00
Deduct:
Increase in the depletion reserve:
Amount reserved, per the books .. $ 30,000.00
As adjusted ...................................... 60,000.00 $30,000.00
Decrease in the inventory valuations 
(Schedule 4):
Per books .......................................... $202,500.00
As adjusted ...................................... 145,224.00 57,276.00 87,276.00
Adjusted value of common stock, December 31, 1937 ..................  $3,422,724.00
No. 3.
(1) Entries adjusting the accounts and distributing the cash
( 1)
Depreciation ................................................................ $ 300.00
Reserve for depreciation—Dr. S m ith ......................  $ 300.00
To provide for depreciation for the year 1937 on the 
furniture and fixtures of Dr. Smith at the rate of 
10% per annum. (10% of $3,000.00.)
(2)
Depreciation .........................................................................  $ 245.00
Reserve for depreciation—Firm .............................. $ 245.00
To provide for depreciation for the year 1937 on 
the furniture and fixtures of the firm, as follows:
10% of $1,200 .............................................. $120.00
5% of $2,500 (acquired during the year) 125.00
T o ta l .......................................................... $245.00
(3)
Professional income ............................................................ 39,000.00
Total expenses ............................................................
Depreciation ................................................................
Profit and lo s s ..............................................................
To close the income and expense accounts into the 
profit-and-loss account.
13,740.00
545.00
24,715.00
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(4)
Profit and loss ...................................................................  24,715.00
Dr. Smith—Current account ....................................
Dr. Jones—Current account ....................................
To distribute the profit for the year, as follows:
Dr. Smith (63% of $24,715.00) ........  $15,570.45
Dr. Jones (37% of $24,715.00) ........  9,144.55
15,570.45
9,144.55
Total (100%) ....................................  $24,715.00
(5)
Dr. Smith—Personal capital ............................................ 300.00
C a s h ...............................................................................
To record the payment to Dr. Smith of ($300.00) 
an amount equal to the depreciation on the furniture, 
fixtures, and equipment contributed by him to the 
firm.
(6)
Dr. Jones—Current account ............................................ 1,400.00
Cash .............................................................................
To record the payment to Dr. Jones to 
increase his drawings proportionately to 
those of Dr. Smith. Dr. Jones is entitled 
to draw 37/63 of $12,600.00, which is the
300.00
1,400.00
amount Dr. Smith has drawn, or ..........  $7,400.00
Amount of Dr. Jones’ drawings ........  6,000.00
Additional payment to adjust ............  $1,400.00
(7)
Dr. Smith—Current account ............................................ 1,587.60
Dr. Jones—Current acco u n t.............................................. 932.40
Cash .............................................................................
To record the distribution of cash to the partners, as 
follows:
Cash per balance-sheet .......................... $4,220.00
Less payments made, per entries:
No. 5 ................................  $ 300.00
No. 6 ................................  1,400.00 1,700.00
2,520.00
Balance available $2,520.00
Distributed as follows:
Dr. Smith—63% ....................................  $1,587.60
Dr. Jones—37% ...................................... 932.40
Total $2,520.00
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It is also required that the fixed capital accounts of the partners 
be adjusted in order to reflect their respective interests in the book 
value of the furniture and fixtures belonging to the firm. The follow­
ing schedule is prepared to ascertain what adjustment in the accounts 
is necessary:
Totals Dr. Smith Dr. Jones
Book value, December 31, 1937 ................  $3,700.00
Less—reserve for depreciation..................  305.00
Net book v a lu e ............................................ $3,395.00
Distributed, as follows:
Dr. Smith—63% .................................... $ 2,138.85
Dr. Jones—37% ......................................
Deduct—fixed capital accounts at Decem­
ber 31, 1936 ..........................................  $1,200.00 768.00
$ 1,256.15
432.00
Amount of adjustment
(8)
$2,195.00 $ 1,370.85 $ 824.15
Dr. Smith—Current account ............................................ $ 1,370.85
Dr. Jones—Current account ............................................ 824.15
Dr. Smith—Fixed capital ........................................
Dr. Jones—Fixed c a p ita l............................................
To adjust the fixed capital accounts, per the above 
schedule.
(9)
Dr. Smith—Current account ............................................ 12.00
Dr. Jones—Current account ....................................
To charge Dr. Smith and to credit Dr. Jones with 
1% of the firm’s furniture and fixtures ($1,200.00) 
on hand on December 31, 1936. This amount accrues 
to Dr. Jones under the agreement that provides that 
his interest in the firm’s property shall increase 1% 
each year until a 50% interest is reached.
$ 1,370.85 
824.15
12.00
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No. 4.
(I) Summary of royalty liability account.
Charges Credits
October 1, 1928—Liability for the minimum publication 
of 50,000 copies at the rate of $40.00 per hundred .. $20,000.00
October 1, 1928 to October 1, 1934—Payments of royal­
ties on 13,500 copies at the rate of $40.00 per hundred $ 5,400.00
December 31, 1936—Reduction of the royalty liability 
on the 36,500 unbound copies from $40.00 to $20.00 
per hundred, as agreed .................................................. 7,300.00
December 31, 1936—Payment of cash in settlement of 
the balance ........................................................................ 7,300.00
$20,000.00 $20,000.00
(2) Journal entry recording the adjustment of October 1, 1934, 
inventories.
Surplus ...................................................................................
Inventory of sheet stock ............................................
Inventory of bound s to c k ..........................................
To write off the royalty of $40.00 per hundred in­
cluded in the inventory of December 31, 1934, as
Charges
$15,736.00
Credits
$14,600.00
1,136.00
follows:
Sheet stock:
Printed minimum . .. 
Bound to October 1,
1934 ...................
Balance, included in 
inventory ..............
Bound stock:
Included in inventory
50,000 copies
13,500 “
36,500 “ $14,600,00
2,840 copies 1,136.00
Total ....................................................$15,736.00
(3) Journal entry setting up the advance royalty at December 31,
1936.
Charges Credits
Deferred charge (advance royalty) .................................. 7,916.00
S u rp lu s ............................................................................ 7,916.00
To transfer from surplus the following advance 
royalty:
On 36,500 copies in sheet stock at the 
reduced rate of $20.00 per hundred $ 7,300.00
On 1,540 bound copies upon which the 
original rate of $40.00 per hundred 
had been paid ....................................  616.00
$ 7,916.00
Commercial Law, November, 1938
No. 1.
The drawer is not under an obligation immediately to pay the 
holder. If the check had been dishonored an obligation to pay would 
have arisen, but the courts have interpreted the negotiable-instru­
ments law to hold that the drawer does not undertake that the drawee 
bank will certify the check, but only that the bank will pay to the 
holder the amount of the check upon presentment. Certification by 
the bank would have discharged the drawer, but the decisions are 
that the failure of the bank to certify does not constitute a dishonor­
ing of the check. This view has been criticized on the theory that 
certification is equivalent to acceptance, that the drawer of a bill 
engages that it will be accepted, and that the negotiable-instruments 
law provides that provisions applicable to bills of exchange are ap­
plicable to checks unless otherwise provided.
No. 2.
The accounts of the company should be examined to determine in 
what proportion profits and losses of the undertaking have been 
shared by the two men. Receipt of a share of the net profits of a 
business is prima-facie evidence that the party receiving such sums 
is a partner unless the money was paid as interest on a loan (such 
as the cash here invested might be) or as wages of an employee. 
Thus it is important to determine whether one party receives more 
than interest on the cash invested, and whether the other party re­
ceives more than mere payment for his assistance in the manage­
ment of the business. Another most important factor is the extent 
of the agency powers exercised by each of the two men for the busi­
ness. I should inquire how the bank account was handled, who signed 
the checks, in what name realty was recorded, by whom debts were 
incurred and assets purchased. Each partner is an agent of the part­
nership for the purpose of its business, and I should inquire whether 
such had been the practice of the two men in question. Inquiry should 
also be made concerning representations to creditors, as there is a 
possibility that the two men may be partners by estoppel within sec­
tion 16 of the uniform-partnership act. Mutual control and owner­
ship are the requisites of a partnership, and any papers or practices 
dealing with control and ownership should be considered.
262
COMMERCIAL LAW—NOVEMBER, 1938 263
No. 3.
An officer of a corporation cannot act as attorney for the corpora­
tion in court proceedings by or against it, unless, of course, such 
officer is a duly admitted member of the bar. Only by a narrow 
exception to the general requirement that only members of the bar 
appear in judicial proceedings is an individual allowed to represent 
himself in proper person, and this exception is based upon the desire 
to make litigation less expensive for individuals and to secure to even 
the poorest person a hearing in court. Reasons of public policy gen­
erally support the requirement that members of the bar only should 
appear so that the court can function smoothly and justly and with 
due regard for its precedents and past rulings. Extension of the ex­
ception to the case of corporations is unnecessary as the officer is 
not the corporation or its owner but only an agent of the corpora­
tion, and even a private individual cannot appear by an agent who 
is not a member of the bar.
No. 4.
This presents a close case, which would probably go to a jury. 
The accountant would prima facie be bound by such a mistake made 
by his secretary in view of the fact that he let her write the letter 
and sign his name. On the other hand, the client would not be allowed 
to take advantage of a mistake which he realized had been made. 
The jury would probably be instructed that if they found that the 
client realized that the accountant did not intend to charge him $25, 
in spite of the letter, there was no meeting of the minds, and there­
fore no contract, and that the jury might consider as evidence of 
that fact the use by the client of the term “at the rate specified in 
your letter” without repeating the amount. The accountant doubtless 
would sue on a quantum meruit, and if the jury found that there 
was no contract limiting the accountant to $25, he could recover the 
reasonable value of his services which would be at the prevailing rate 
of $35 a day.
No. 5.
The accountant is not under any legal obligation to answer the 
letter or return the paper, in the absence of past transactions in 
which the accountant had accepted and used paper in this manner. 
A contract cannot be forced upon a person through his silence unless 
previous dealings have given the offeror reason to understand that 
silence or inaction is intended as a manifestation of assent or unless
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some dominion is exercised over the offered chattel. The accountant 
need not undertake the burden of returning the paper to the store, 
but he should take reasonable steps to preserve the paper until the 
store takes some steps to reacquire the paper.
No. 6.
A plan of reorganization under the act of June 22, 1938, shall in­
clude provisions altering or modifying rights of creditors, and may 
include provisions altering rights of stockholders, either through the 
issuance of new securities or otherwise. The plan may deal with all 
or any part of the property of the debtor.
Provisions must be included for the payment of all approved ex­
penses of administration; for the adequate protection of the claims 
of any class of creditors which does not accept the plan by a two- 
thirds majority; for the protection of the equity of a dissenting class 
of shareholders unless the corporation is insolvent; for the execution 
of the plan through retention of the property, merger, sale, issuance 
of new securities or other means; and for equitable methods of elect­
ing directors and officers upon the consummation of the plan. The 
charter of the debtor corporation or its successor must contain pro­
visions prohibiting the issuance of nonvoting stock and fairly and 
equitably distributing the voting power among the classes of share­
holders with special protection to holders of preference stock, pro­
visions which are fair and in accord with sound business and account­
ing practice with respect to the terms, position, rights, and privileges 
of the several classes of the securities of the corporation, and provi­
sions for the issuance of annual profit-and-loss statements and bal­
ance-sheets prepared in accordance with sound business and account­
ing practice.
The plan may provide for the rejection of executory contracts, for 
a sinking fund or other method of payment of long-term debts, for 
the settlement or adjustment of claims belonging to the debtor, and 
for other matters not inconsistent with the statutory scheme.
The plan must specify what claims are to be paid in cash in full, 
and what creditors or stockholders are not affected by the plan to­
gether with the provisions made for such persons.
No. 7.
The note is not negotiable. The negotiable-instruments law states 
that an instrument which contains a promise to do any act in addi­
tion to the payment of money is not negotiable. The promise to make
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monthly deposits of a particular amount in the bank is such a prom­
ise. Mere reference to collateral security would not have impaired 
the negotiability of the promissory note, but this further promise to 
make the deposits would not benefit a remote holder of the note, and 
violates the theory that a negotiable instrument should be a “courier 
without luggage.” It may be argued, and has been so held in one case, 
that the monthly deposits constitute merely payment in installments, 
a method of payment which does not impair negotiability. The diffi­
culty with this position is that a deposit in a bank is not a payment 
to the holder of the note, especially if the bank has sold the note to 
a remote holder.
No. 8.
The customer bases her claim upon the theory that the broker has 
converted her stock by the exercise of adverse dominion over the 
certificate; but she cannot succeed in enforcing her claim. If the 
broker treated the stock as his own without recognition of the rights 
of the customer, the broker would have converted the stock and 
would have been liable for the full value of the stock at any time 
between the date of the conversion and a reasonable time thereafter. 
In the instant case, however, the broker was not exercising adverse 
dominion over the certificate, but was only making reasonable prep­
arations for the prompt sale of the stock as agent for the owner who 
had already indicated that such sale would be directed. Street cer­
tificates, or stock in the name of chosen nominees, are customary 
methods of facilitating sale of odd-lot shares, and the broker has in 
no way acted adversely to the owner of the stock, although securing 
of advance approval in writing from the customer would have been 
a wise method of protection by the broker.
No. 9.
The client should immediately notify the insurance company of 
his intention to sell the warehouse and should request that the com­
pany permit an assignment of the benefits of the policy to the new 
owner. A fire insurance contract is a personal contract and does not 
run with the building which is insured. Indeed, many policies have 
provisions against assignment before a loss and other provisions 
avoiding the policy if any change in the interest or title of the sub­
ject of insurance takes place. However, the insurance company will 
usually endorse over the policy for the benefit of the purchaser if 
the company approves him as a moral risk. The approval and en­
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dorsement in writing of the insurance company should be obtained 
before a contract of sale is entered into as under the doctrine of 
equitable conversion it has sometimes been held that the purchaser 
immediately secures the beneficial title and thus the insurable inter­
est of the vendor might be terminated even before a deed is recorded. 
After the approval of the insurance company is obtained, the vendor 
should require that the purchaser pay him the amount of the prepaid 
premiums for the portion of the three years still unexpired.
No. 10.
1. Specific performance is the actual accomplishment or carrying 
out, pursuant to order of court, of the provisions of a contractual 
promise by a party legally bound to fulfill the contract.
2. Specific performance of contracts for the sale of personal prop­
erty is seldom granted. The remedy at law is said to be adequate, 
in that damages are usually measurable and other similar chattels 
are ordinarily obtainable. However, if similar chattels cannot be pur­
chased, or if damages for breach of contract would otherwise be 
inadequate, the courts will grant specific performance even of con­
tracts for the sale of personal property. Thus heirlooms and other 
unique chattels with a sentimental value which cannot be easily 
evaluated must be delivered in accordance with the contract. Also 
contracts to sell the entire output of a factory, or to supply all the 
needs of a particular business, are enforced by specific relief, if other 
goods cannot be obtained without great expense and trouble.
No. 11.
(1) “Short term” is the holding of a capital asset by the taxpayer 
for a period of not more than eighteen months.
(2) “Long term” is the holding of a capital asset by the taxpayer 
for a period of more than eighteen months.
(3) Long-term gains and losses are divided, by section 117 (b), 
into two classes, those resulting from the sale of a capital asset held 
more than eighteen months but not more than twenty-four months, 
and those resulting from the sale of a capital asset held more than 
twenty-four months. In the first class 66⅔ per cent of the net may 
be taken into account; in the second, 50 per cent of the net.
(4) 1938. . . . $22,000. Short-term losses may be taken into 
account only to the extent of short-term gains.
1939. . . . $28,000. The net short-term capital loss for 1938 may 
be carried forward into 1939 in an amount not exceeding the net
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income for 1938, that is, $22,000. The addition of the $22,000 car­
ried forward and of the $10,000 short-term losses in 1939 makes a 
total of $32,000 short-term losses of which only $30,000 may be 
taken into account in determining the amount upon which 1939 in­
come taxes will be computed.
1940. . . . $26,000. There is no short-term capital loss from 1939 
to be carried forward to 1940 as no portion of the loss in 1938 can 
be used in computing a net short-term capital loss for 1939. In 1940 
short-term capital gains exceed short-term capital losses by $2,000 
which sum must be added to the net income of $24,000.
No. 12.
(a) The amount attributable to business within the state is $85,­
000. Only two of the fractions are applicable because the corporation 
owns no tangible property anywhere. Therefore the $120,000 net 
income must be divided into halves, and to each half ($60,000)
should be applied one of the two fractions—
40,000
 60,000 Or ⅔ for com­
450,000
pensation to employees, and 60,000 or ¾ for gross receipts. ⅔  of
$60,000 equals $40,000 and ¾ of $60,000 equals $45,000; the total 
is $85,000.
(b) The amount attributable to business within the state is $52,­
000. All three fractions are applicable because the corporation does 
possess tangible property even though none of it is within the state. 
The net income should be divided into thirds ($40,000); and the
applicable fractions are: zero for tangible property,
30,000
60,000 or ½ for
compensation to employees, and
400,000
500,000 or ⅘  for gross receipts.
½ of $40,000 equals $20,000 and ⅘  of $40,000 equals $32,000; the 
total is $52,000.
Accounting Theory and Practice, Part II, November, 1938 
No. 1.
E state o r X . Y. Zeno
Entries Recording the Transactions Shown in the Working Papers
(1)
$ 2,400.00
2,400.00
Cash ..............................................................................
Loss on sale of N. Y. Central R. R. s to c k ..........
N. Y. Central R. R. stock ....................................
To record the sale of 120 shares of N. Y. Central 
R. R. stock for $2,400.00 cash, and the loss of 
$2,400.00 arising therefrom.
(2)
Cash ...................................................................................  123,650.00
U. S. Sorghum Company stock ............................
Gain on sale of U. S. Sorghum Company stock .
To record the sale of 2,000 shares of U. S. Sorghum 
Company stock for $123,650.00 in cash, and the 
gain arising therefrom.
(3)
Cash ...................................................................................  56,400.00
U. S. Treasury n o te s ................................................
Gain on sale of U. S. Treasury n o te s ..................
To record the sale of $56,000.00 face value of U. S.
Treasury notes, and the gain arising therefrom.
(4)
The Xenophon Corporation—loans to testator ........ $ 96,000.00
The Xenophon Corporation—funds advanced for
funeral expenses ............................................................
County treasurer—taxes ...............................................
Smith & Brown—services as counsel to executrix . . .
Cash ...........................................................................
To record the payment in full of the indebtedness 
to the Xenophon Corporation and the preferred 
claims against the estate.
(5)
The Xenophon Corporation stock ..............................
Gain on revaluation of the Xenophon Corpora­
tion stock ..............................................................
To record the increase in the book value of the 
investment in the Xenophon Corporation stock, 
as follows:
Book value, per books:
Capital stock ................................ $100,000.00
S u rp lu s ............................................ 89,794.73
$ 4,800.00
32,000.00
91,650.00
56,000.00
400.00
Total .......................................... $189,794.73
6,000.00
4,000.00
54,000.00
70,350.00
$160,000.00
70,350.00
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Deduct:
Loss on sale of Lima Bean stock:
Book value ..........  $85,394.73
Selling price ........ 8,000.00 77,394.73
Adjusted book value (5,000 shares) $112,400.00
As the estate holds 4,375 out of 
the 5,000 shares outstanding, the 
book value of its investment is
4,375/5,000, or .................................. $ 98,350.00
As the investment is carried a t ........  28,000.00
the increase amounts to ................  $ 70,350.00
(6)
Gain on sale of U. S. Sorghum Company stock . . . .  91,650.00
Gain on sale of U. S. Treasury n o te s ..........................  400.00
Gain on revaluation of the Xenophon Corporation
stock .......................................................................  70,350.00
Loss on sale of N. Y. Central R. R. s to c k ........ 2,400.00
Deficiency .................................................................. 160,000.00
To transfer gains and losses to the deficiency ac­
count.
(7)
Deficiency .........................................................................  20,000.00
Federal income tax payable .................................. 20,000.00
To record the liability for federal income taxes on 
the basis of 12½ % of the profit of $160,000.00.
N ote.—In as much as the Xenophon Company has realized all of its assets 
and has liquidated its liabilities (with the exception of its capital stock which is 
covered by cash), it is believed that the taxing authorities will hold that the 
gain recorded by entry number 5 has been realized and is subject to tax. This 
is especially so, as the entire capital stock of the company is owned by the 
estate and Mrs. Zeno, who is in a position to have the corporation dissolved, 
and the cash distributed immediately.
(8)
Cash ...................................................................................  8,000.00
Surplus ...............................................................................  77,394.73
Lima Bean Company s to c k .................................... 85,394.73
To record the sale of the 3,600 shares of stock of 
the Lima Bean Company for $8,000.00 in cash, 
and the loss arising therefrom.
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(9)
Cash .................................................................................... $102,000.00
Claims against Estate of X . Y. Zeno ..................
To record the collection of the claims against the 
Estate of X . Y . Zeno.
(10)
Accounts payable—Smith & Brown ............................ 350.00
Cash ............................................................................
To record the payment of the amount due Smith 
& Brown.
( 11)
S u rp lu s ................................................................................ 12,400.00
Surplus applicable to the Estate of X . Y. Zeno 
Surplus applicable to Yolande Zeno ....................
To allocate the surplus to the respective stock­
holders, as follows:
Stockholder Proportion Amount
Estate ................................  $4,375.00 $10,850.00
Yolande Zeno ................  625.00 1,550.00
$102,000.00
350.00
10,850.00
1,550.00
Totals $5,000.00 $12,400.00
(12)
Capital stock .................................................................... 100,000.00
Owned by Estate of X . Y. Zeno ..........................
Owned by Yolande Zeno ......................................
To segregate stock ownership.
87,500.00
12,500.00
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E state of X . Y. Zeno 
(Mrs. Yolande Zeno, Executrix) 
Charge and Discharge Statement
December 31, 1937
I  charge myself with:
Inventory of the Estate:
Cash ...........................................................................  $ 2,850.00
The Xenophon Corporation s to c k ........................  28,000.00
N. Y. Central R. R. s to c k ....................................  4,800.00
U. S. Sorghum Company s to c k ..............................  32,000.00
U. S. Treasury n o te s ................................................ 56,000.00
T o ta l ........................................................................
Gains on sales of the following assets:
U. S. Sorghum Company stock (sold for $123,­
650.00) .................................................................... $ 91,650.00
U. S. Treasury notes (sold for $56,400.00) ........  400.00
Total realized gains ............................................
Excess of realizable value of the Xenophon Cor­
poration stock (cash value $98,350.00) over the 
inventory value ........................................................
Total charges ........................................................
I  credit myself with:
Payment to the Xenophon Corporation for:
Loans to testator ............................ $ 96,000.00
Advances for funeral expenses . . . .  6,000.00 $102,000.00
$123,650.00
92,050.00
70,350.00
$286,050.00
Payment to county treasurer for taxes ..................  4,000.00
Payment to Smith & Brown for services as counsel
to the executrix ........................................................ 54,000.00
Loss on sale of N. Y. Central R. R. stock (sold for
$2,400.00) .................................................................  2,400.00
Total credits ........................................................
Balance of assets in the e s ta te ........................................
Represented by:
Cash .................................................... $ 25,300.00
Realizable cash value of the stock
of the Xenophon Corporation 98,350.00
162,400.00
$123,650.00
Total .............................................. $123,650.00
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Outstanding claims unpaid:
Yolande Zeno ..............................................................
First National Bank—loans ......................................
Theophilus Zeno—loans ..............................................
William Jones—for purchases of m erchandise........
Federal income taxes ..................................................
$300,000.00
48,000.00
24,000.00
12,000.00
20,000.00
Total unpaid claims (except auditor’s fees) 404,000.00
Deficiency .............................................................. $280,350.00
No. 2.
E xplanatory J ournal E ntries 
Giving effect to the recapitalization plan of June 30, 1938 
(1)
Dr.
Preferred stock—unissued ........................................ $4,800,000.00
Preferred stock—authorized ............................
To record the authorization of 480,000 shares 
of the new preferred stock of a par value of 
$10.00 each. (These shares may be made either 
cumulative, nonparticipating or noncumulative 
participating.)
(2)
Earned surplus .........................................................  800,000.00
Dividends accrued—8% cumulative preferred
stock .................................................................
To record the liability for dividends on the old 
8% cumulative preferred stock. The share­
holders are to receive 50% of the amount of 
the dividends in arrears ($1,600,000.00), payable 
in new preferred stock at par.
(3)
Preferred stock—authorized .................................... 4,320,000.00
Preferred stock—4% cumulative nonpartici­
pating ................................................................
To record the 432,000 shares of newly desig­
nated 4% cumulative nonparticipating preferred 
stock.
(4)
Preferred stock—8% cum ulative............................  3,600,000.00
Dividends accrued—8% cumulative preferred stock 720,000.00
Preferred stock—unissued ................................
Cr.
$4,800,000.00
800,000.00
4,320,000.00
4,320,000.00
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To record the issuance of 432,000 shares of the 
new 4% cumulative nonparticipating preferred 
stock of a par value of $10.00 each in exchange 
for the 360,000 shares of the old 8% cumulative 
preferred stock which had accrued dividends of 
$720,000.00 thereon.
(5)
Common stock ..........................................................
Paid-in surplus ..................................................
To record the reduction in the par value of the 
300,000 shares of common stock from $10.00 to 
$1.00 each.
(6)
Earned surplus ..........................................................
Dividend payable—4% cumulative, nonpar­
ticipating preferred s to c k ..............................
Reserve for dividends ......................................
To record the liability of 20 cents per share for 
dividends on the 432,000 shares of preferred 
stock, payable July 15, 1938. Also, to reserve for 
the dividend payable to the shareholders of the 
40,000 shares of the old preferred stock, in case 
they present these shares for exchange into 
48,000 shares of the new preferred stock.
(7)
Paid-in surplus ............................................................
Earned surplus ....................................................
To transfer the deficit to paid-in surplus.
2,700,000.00
2,700,000.00
96,000.00
86,400.00
9,600.00
296,000.00
296,000.00
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T he Producing Company 
(a) Proposed Balance-sheet, June 30, 1938
(After giving effect to a recapitalization plan) 
Assets
Current assets ............................................................
Fixed assets, less reserves ........................................
Intangible assets ........................................................
Organization expenses .......... ...................................
Deferred charges ........................................................
$2,000,000.00
2,500,000.00
3,000,000.00
500,000.00
100,000.00
$8,100,000.00
Liabilities and Net Worth
Current liabilities ......................................................
Dividends payable—4% cumulative, nonpartici­
pating preferred stock ..........................................
Net worth:
Capital stock:
Preferred—8% cumulative—40,000 shares of 
a par value of $10.00 each (See note A) .. $ 400,000.00
Preferred—4% cumulative, nonparticipating 
of a par value of $10.00 each:
Issued and outstanding—432,000 shares . . .  4,320,000.00
Preferred—4% (par value of $10.00 each):
A uthorized........  480,000 shares $4,800,000.00
Designafed as 4%
cum., nonpar­
ticipating . . . .  432,000 shares 4,320,000.00
$ 500,000.00
86,400.00
Balance unissued 48,000 shares $ 480,000.00
Common stock at a par value of $1.00 each:
Authorized and issued—300,000 shares ........  300,000.00
Capital reserve—for dividends accrued on the 
8% preferred stock to June 30, 1938; pay­
able either in 4% cumulative, nonpartici­
pating preferred or 4% noncumulative, par­
ticipating preferred (See notes A and B) .. 80,000.00
Paid-in surplus:
Arising from the reduction in
the par value of the common
stock ...................................... $2,700,000.00
Deduct—deficit ........................ 296,000.00 2,404,000.00
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Reserve for dividends—payable at 20 cents per 
share when the 40,000 shares of 8% preferred 
stock are exchanged for 48,000 shares of 4%
cumulative, nonparticipating preferred ........ 9,600.00 7,513,600.00
$8,100,000.00
N ote A—The 40,000 shares of 8% cumulative preferred stock with the a t­
tached reduced dividend claim may be exchanged, if presented before Decem­
ber 31, 1940, for 48,000 shares of either 4% cumulative, nonparticipating, or 
4% noncumulative, participating preferred stock.
N ote B—The 4% noncumulative, participating preferred tha t may be re­
ceived in the exchange for the 8% cumulative preferred will be entitled to a 
4% dividend per annum as and when declared, and before any dividends are 
paid on the common shares. I t  is further entitled to participate in the earnings 
after June 30, 1938, that are in excess of preferred dividend requirements up to 
30% of this excess.
(b) Journal Entries 
(To be made on December 31, 1940)
Dr. Cr.
(1)
Preferred stock—authorized ............................................ $480,000.00
Preferred stock—4% cumulative, nonparticipating $360,000.00
Preferred stock—4% noncumulative, participating 120,000.00
To designate 36,000 shares of preferred stock as 
4% cumulative, nonparticipating, and 12,000 shares 
as 4% noncumulative, participating.
(2)
Preferred stock—8% cumulative .................................. 400,000.00
Dividends accrued—8% cumulative preferred stock . 80,000.00
Preferred stock—unissued ...................................... 480,000.00
To record the issuance of 48,000 shares of preferred 
stock in exchange for 40,000 shares of the old 8% 
cumulative preferred stock.
The new preferred was designated as follows:
4% cumulative, nonparticipating . 36,000 shares
4% noncumulative, participating . 12,000 shares
Total .............................................. 48,000 shares
(3)
Reserve for dividends ......................................................
Cash .............................................................................
7,200.00
7,200.00
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To record the payment of the 20 cents per share 
cash dividend on the 36,000 shares of 4% cumu­
lative, nonparticipating preferred stock, issued be­
tween June 30, 1938, and December 31, 1940. This 
dividend was declared payable on July 15, 1938.
(4)
Reserve for dividends ...................................................... 2,400.00
Paid-in surplus .......................................................... 2,400.00
To transfer the balance in the reserve for dividends 
account to paid-in surplus as it is no longer re­
quired. The remaining shares (10,000) of the old 8% 
preferred stock were exchanged for 12,000 shares of 
the new 4% noncumulative participating stock.
No. 3.
The following entries are not required by the problem, but are 
given here for explanatory purposes only. The entry numbers corre­
spond with those given in the problem.
(1)
Trade creditors ..................................................................
Cash .............................................................................
To adjust the accounts for checks totaling $10,000.00 
which were dated and issued in December 31, 1937, 
but not entered until January, 1938.
(2)
Advances to subsidiaries—capital ..................................
Accounts receivable ..................................................
To segregate the capital advances to subsidaries 
where were included in the accounts receivable.
$ 10,000.00
$ 10,000.00
400,000.00
400,000.00
(3)
Provision for losses on doubtful notes and accounts
receivable .................................................................. 58,000.00
Reserve for doubtful notes receivable ..................  8,000.00
Reserve for doubtful accounts receivable ............  50,000.00
To provide for possible losses on the following, a t 
the rate of 10%:
Notes receivable ................................  $ 80,000.00
Accounts receivable............................  500,000.00
(4)
Machinery and equ ipm en t................................................
Reserve for depreciation ..........................................
Inventory ....................................................................
To transfer to the machinery and equipment ac­
count, and to the reserve for depreciation, the net 
amount included in the inventory a t January 1, 1937.
200,000.00
100,000.00
100,000.00
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(5)
Purchases .............................................................................  $ 10,000.00
Trade creditors ..........................................................
To record the invoice for merchandise in transit 
which merchandise was included in the inventory, 
but for which no liability had been set up.
(6)
Surplus at January 1, 1937 ............................................ 75,000.00
Life insurance premiums—expense ................................ 25,000.00
Life insurance—cash-surrender value ............................ 100,000.00
Life insurance ............................................................
To set up the cash-surrender value of the life in­
surance ($100,000.00) a t December 31, 1937, and 
to charge surplus with the cost prior to January 1, 
1937, and expense with the current charge, as fol­
lows:
Amount paid to December 31, 1936 $160,000.00 
Cash-surrender value, December 31,
1936 .............................................. 85,000.00
Expense for 1936, charged to sur­
plus ................................................ $ 75,000.00
Amount paid during 1937 ................ $ 40,000.00
Increase in cash surrender value . . .  15,000.00
Expense for 1937 ..........................  $ 25,000.00
(7)
Depreciation:
Buildings ...................................................................... 1,000.00
Machinery and equipment .................   25,000.00
Furniture and fixtures .............................................. 4,000.00
Reserve for depreciation........................................
To provide for depreciation for the year ended 
December 31, 1937, as follows:
10,000.00
200,000.00
30,000.00
Asset Cost
Rate per
annum Depreciation
Buildings .................. $ 20,000.00 5% $ 1,000.00
Machinery and Equip­
ment ...................... 250,000.00 10% 25,000.00
Furniture and Fixtures 40,000.00 10% 4,000.00
Total ................ $30,000.00
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(8)
Prepaid insurance ..............................................................
Selling, administrative, and general expenses ..............
S u rp lu s ..........................................................................
To set up the prepaid insurance of $2,000.00 a t 
December 31, 1937; to charge expense with the 
amount prepaid at the beginning of the year (De­
cember 31, 1936); and to credit surplus (profits 
for the preceding period) with the amount prepaid 
a t December 31, 1936, which amount had been 
written off as an expense for 1936.
(9)
Prepaid taxes ......................................................................
Selling, general, and administrative expenses ..............
Surplus ..........................................................................
To set up the prepaid taxes a t December 31, 1937; 
to charge expenses with the amount prepaid a t the 
beginning of the year; and to credit surplus with 
the amount prepaid a t December 31, 1936.
(10)
S u rp lu s .................................................................................
Selling, general, and administrative expenses ..............
Accrued commissions p ay ab le ..................................
To charge surplus with the commissions accrued at 
December 31, 1936, and to set up the accrual for 
commissions payable at December 31, 1937.
2,000.00
3,000.00 2,000.00
3,000.00
8,000.00
5,000.00 8,000.00
5,000.00
$ 4,000.00
5,000.00 $ 4,000.00
5,000.00
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A M unictpauty F und Balance-sheet
December 31, 1937
General Fund
Assets Liabilities, Reserves, and Surplus
Cash................................................. $ 619,000 Accounts payable........................... $ 148,000
Petty  cash....................................... 18,000 Notes payable................................. 1,000,000
Taxes receivable............................. 7,742,000 Accrued salaries.............................. 114,000
Accounts receivable....................... 461,000 Reserves for encumbrances.......... 241,000
Rentals receivable.......................... 221,000 Reserves, miscellaneous purposes. 2,000
M arket rentals................................ 29,000 Surplus............................................. 9,844,000
Due from s ta te ............................... 1,108,000
Due from Railway and Electric
Company..................................... 200,000
Miscellaneous receivable............... 380,000
Materials and supplies.................. 382,000
Prepaid insurance........................... 73,000
Deferred charges—1938................ 116,000
Totals....................................... $ 11,349,000 Totals....................................... $ 11,349,000
Expendable Trust Fund
Cash.................................
Investments.................. .
................  $ 171,000
................  12,513,000
Fund balances.................. ............  $ 12,684,000
Totals.................... ................  $ 12,684,000 Totals........................ ............  $ 12,684,000
Cash.................................
Investments..................
Permanent Trust Fund
............  $ 12,000
............  1,251,000
Totals....................................... $ 1,263,000 Totals....................................... $ 1,263,000
Bond Fund
Cash.................................................
Bonds authorized, but unissued..
$ 1,762,000 
30,493,000
Reserve for encumbrances............  $
Unencumbered balances................
Unappropriated balances..............
1,089,000
20,954,000
10,212,000
Totals...................................... $ 32,255,000 Totals....................................... $ 32,255,000
Investments.....................................
Sinking Fund
$ 25,457,000 Accrued interest on bonded debt. $ 2,120,000
Surplus............................................. 23,337,000
Totals....................................... $ 25,457,000 Totals....................................... $ 25,457,000
Water Fund
Water rents receivable................   $ 740,000 Notes payable................................
$
86,000
Investments.................................. 4,132,000 Accounts and accrued interest
Fixed assets.................................. 84,093,000 payable......................................... 27,000
Funded deb t................................... 43,979,000
Reserve for deposits...................... 176,000
Surplus in current assets.............. 451,000
Surplus............................................. 44,246,000
Totals.................................... . $ 88,965,000 Totals....................................... $ 88,965,000
Assessment Fund
Special assessments receivable. . . $ 1,084,000 Accrued interest............................. $ 2,000
Paving notes................................... 610,000
Surplus in current assets..............  472,000
Totals....................................... $ 1,084,000 Totals....................................... $ 1,084,000
Fixed Assets Fund
Fixed assets.................. ................  $292,623,000 Funded deb t...................
Surplus............................
..............  $152,226,000
..............  140,397,000
Totals.................... ................  $292,623,000 Totals...................... ............... $292,623,000
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Zed & Company—A Copartnership
Statement Showing Calculation of Amount That Must Be Earned During the 
Year 1938 in Order That Partner “A” Receive an Aggregate of $25,000
Together A B c D
Share of profits . . . . (100%) (30%) (30%) (20%) (20%)
Contributed capital .. $240,000.00 $100,000.00 $50,000.00 $50,000.00 $40,000.00
Amounts to be earned:
Interest at 5% . . .
Salaries ..................
Amount of profit 
necessary to bring 
“A” ’s share to 
$25,000.00 ..........
Amount of addi­
tional profit to 
bring “D ” ’s share 
to the minimum 
of $12,000.00. (The 
minimum for “C” 
has already been 
reached) ............
$ 12,000.00 $ 5,000.00 $ 2,500.00 $ 2,500.00 $ 2,000.00
16,000.00 10,000.00 6,000.00
33,333.33 10,000.00 10,000.00 6,666.66 6,666.67
3,333.33 3,333.33
Total to be earned, and
distribution thereof $ 64,666.66 $ 25,000.00 $18,500.00 $ 9,166.66 $12,000.00
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ADDITIONS AND BETTERMENTS
To what accounts charged........................................................................................... 130 197
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Reduction of principal of loan, show by formula..................................................  34 51
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BAD DEBTS 
(See Debts)
BAILMENT
Responsibility of broker for loss in sale of stock...................................................  182 265
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Overdrafts on, how dealt with..................................................................................  67 114
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Reserves on..................................................................................................................  9 12
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followed.....................................................................................................................  67 112
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BETTERM ENTS 
(See Additions and betterments)
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“Bond outstanding method” .....................................................................................  20   35
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In  hands of trustee, how treated on balance-sheet...............................................  165 243
Mortgage, balance-sheet treatm ent.........................................................................  7 8
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Purchase of, through failed bank, suit to recover.................................................  52 87
Stolen, rights of purchaser to recover...................................................................... 116 176
BREACH OF CONTRACT 
(See Contracts)
BREWERIES
Accounting for kegs, procedure recommended.......................................................  27 43
BUDGETS
Budgetary accounts, use of term in government accounting, define..................  164 243
Show defects of methods of cost estimating...........................................................  157 229
BUYER’S RIGHTS 
(See Sales)
CAPITAL STOCK
Annual balance-sheet audit, explain procedure in verifying................................  67 113
As compensation to president of corporation, option to purchase.....................  54 88
Cancellation of sale of, through broker, responsibility for drop in value..........  182 265
Change from par to no-par value to absorb deficit, discuss and show balance-
sheet treatm ent........................................................................................................ 95 144
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QUESTION ANSWER
CAPITAL STOCK—Continued page page
Common, of cement companies in merger, compute adjusted value..................  172 253
Exchange of, under recapitalization plan, prepare balance-sheet and entries.. 187 274
Minority interest in mining company, compute amount from d a ta ..................  28 45
Of subsidiary companies, owned by outside stockholders....................................  57 97
Preferred, conversion into common, what treatment recommended..................  92 142
Preferred, dividends paid from president’s commission......................................... 128 193
Preferred, treasury and common, how shown on balance sheet.......................... 48 83
Purchase by and distribution to employees...........................................................  20 37
Purchase of, in exchange for patent rights..............................................................  112 192
Reconcilement of operating figures, for use of stockholder, prepare statement. 126 191
Sale to corporation to cover shortage in accounts, describe entries and discuss
transaction...............................................................................................................  88 138
Sales a n d  non sales of, show on balance-sheet.......................................................  56 90
Subscription agreement, cancellation of.................................................................... 118 179
CASH
Confirmations of, how modified to meet change in accounting methods..........  99 149
Internal check system for railway company........................................................... 167 245
Methods of control of, in defalcation investigation................................................. 91 141
CASH AUDIT
Define and discuss.........................................................................................................  36 55
CASH DISCOUNT
(See Discount)
CATTLE
(See Livestock)
CAVEAT EMPTOR
Define and describe where applied............................................................ .............. 117 176
CEM ENT COMPANY
Inventories and common stock revalued for merger, compute from d a ta ........  172 253
CERTIFICATES
Form and substance, criticise and discuss............................................................... 10 14
CHARITABLE ORGANIZATION
Audit of, investments and disbursements, how verified....................................... 93 142
CHECKS
Cashier’s, in payment of bonds, suit to recover..................................................... 52 87
Certification refused, payment by drawer............................................................... 179 262
Drawn on bank, definition, payment and certification of...................................... 143 213
Recovery by estate of deceased payer......................................................................  144 216
CHEMICAL COMPANY
Profit and loss statement, prepare from data......................................................... 121 181
Returnable drums, accounting procedure...............................................................  167 246
CHURCH COLLECTIONS
Verification of receipts from...................................................................................... 130 195
COAL COMPANY
Consolidation with manufacturing company, prepare entries for adjustments. 60 102
COAL-MINING COMPANY
Tonnage sold, how verified..........................................................................................  97 147
COLLATERAL
Securities held as, to secure debt, utilization by surety company......................  82 132
COLLECTION EXPENSES
Reserve for, how shown on balance-sheet...............................................................  163 240
COMMERCIAL LAW
Questions in ...............................................................................22, SO, 79, 116, 142, 179 38,85,130,176,
213, 262
COMMISSIONS
Officers’, verification by auditor.................................................................... .......... 10 15
To president, to pay dividends to preferred stock-holders, how dealt with__  128 193
Unauthorized deduction from sales price by agent...............................................  142 213
COMMON LAW
Funds of claimants, classification as rule................................................................... 51 87
COMMON STOCK
(See Capital stock)
CONDITIONAL SALES
Sales)
CONFIDENTIAL COMMUNICATIONS
Disclosure of business secrets by auditor as witness............................................. 22 38
Exceptions to rule of professional secrecy, explain...............................................  35 54
CONFIRMATIONS
Balances owed by creditors, describe alternative methods o f......................   96 146
Bank and cash transactions, how modified to meet change in accounting
methods..................................................................................................................... 99 149
CONSIGNMENTS
Goods held, and out on, how shown on balance-sheet.........................................  163 240
CONSOLIDATIONS
Balance sheet of holding company and subsidiaries, prepare from d a ta ........... 17 27
Coal company and manufacturing company, prepare entries for adjustments. 60 102
Merger of cement companies, prepare work-sheet and statements...................... 172 220
Work-sheet, balance-sheet and schedule of dividends in arrears, prepare from
d a ta .............................................................................................................................  107 160
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QUESTION ANSWER
PAGE PAGECONSTRUCTION COMPANY
Work in progress account, verification of and accounting treatment for..........
CONTAINERS
Returnable drums of chemical company, accounting procedure.........................
Returnable kegs of brewery, accounting procedure...................... ........................
CONTINGENCIES
Reserve for, auditor’s du ty ................................................................... ....................
Reserve for, how shown on balance-sheet.............. ................................................
CONTINGENT ASSETS
(See Assets, Contingent)
CONTINGENT LIABILITIES
(See Liabilities, Contingent)
CONTRACTS
Corporation president’s term of office, validity of.................................................
Difference between contract to sell, and sale.......... . .   ........................................
Formation of, effect of offers, counteroffers, and rejection of offers...................
Law of, questions on..................................................................................................
Made previous to incorporation of company, right of contractor to  recover . .
Of sale, legal compliance with....................................................................... ............
Purchase by minor, right of vendor to sue.............................................................
Sale of bags other than those contracted for, legal compliance w ith .................
Specific performance of...............................................................................................
Stock option to president of corporation, validity o f............................................
Validity of and whether voidable or void...............................................................
Validity of, questioned from data ............................ ................................................
Vitiation of, by fraud.................................................................................................
With minor, validity of defense of breach o f.........................................................
CONTRIBUTIONS
Unprofessional conduct of accountant, in respect to .............................................
CORPORATION TAXES
Compute by different methods, from d a ta .............................................................
Proration of net income for state taxes, compute from da ta ...............................
CORPORATIONS
Action a t law or in equity against directors or officers, purposes.......................
Attorney for in court proceedings, who can act a s ...............................................
Balance-sheet showing sales and non sales of stock, prepare from data ............
Capital stock revaluation, discuss and show balance-sheet treatm ent..............
Conducting business in state other than of incorporation...................................
Contract prior to incorporation, right of contractor to recover..........................
Deed to land signed by directors, effectiveness of.................................................
Describe corporate structure, documents, etc.................................... . ..................
Investigation to be made by new auditor, in addition to  usual aud it...........
Legality questioned by state .....................................................................................
Liability of, for bonds in hands of trustee..............................................................
Misrepresentation in sale of capital stock, cancellation of agreement..........._..
Net income, with regard to surtax on undistributed profits, describe and give
examples....................................................._.............................................................
President’s salary, vote by president, as director..................................................
President’s term of office, validity of contract with directors.............................
Property taxes, how treated in accounts.................................................................
Ratification of act by promoter..................................... ..........................................
Recapitalization plan, prepare balance-sheet and entries for exchange of stock 
Shortage in accounts of, sale of stock to cover, describe entries and discuss
transaction............................................................................... ...............................
Sole stockholder’s oral promise to pay debt of, right of creditor........................
COST ACCOUNTING
Compute costs from data and show defects of cost system.................................
Costing sales, discuss and describe methods............ ..............................
Direct and indirect costs under process-cost system, prepare correcting entries
Distribution of departmental plant overhead.........................................................
Production departmental costs of chemical company, prepare statement........
COST OF MANUFACTURE
Expenses or charges not charged to overhead........................................................
COSTING SALES
Discuss and describe methods of...............................................................................
COSTS
Production, by departments, of cement company.................................................
COUPONS
Soap company premiums, recovery by broker.......................................................
CREDIT
Additional information to annual report, asked by bank, discuss procedure
followed.................................................................... .....................................
CREDITORS
Rights of, in partnership insolvency........................................................................
Rights of, on oral promise to pay.............................................................................
DAMAGES
Litigation, reserve for, how shown on balance-sheet.............................................
DEBTS
Bad, reserve for, how shown on balance-sheet.......................................................
169 248
167 246
27 43
9 12
163 240
144 215
24 40
143 214
79 130
26 42
81 131
25 41
81 132
182 266
54 88
83 133
116 176
23 39
117 177
67 112
145 218
183 267
55 89
180 263
56 90
95 144
145 216
26 42
23 39
81 131
68 114
24 40
51 86
118 179
145 217
50 86
144 215
129 194
118 178
187 274
88 138
82 133
157 229
38 61
132 199
65 107
121 181
66 111
38 61
172 253
51 86
67 112
80 131
82 133
163 240
163 240
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QUESTION ANSWER
DEBTS—Continued page page
Collection by garnishee execution from trust fund income, payment by in­
stalments...................................................................................................................  120 180
Right of creditor, on oral promise to p ay .................................................................  82 133
DEEDS
Effectiveness to  pass title . ............................................................................................ 23 39
DEFALCATION
Embezzlement by forged check, classify and describe methods of detection... 94 144
Investigation to discover, steps taken.......................................................................  91 141
Irregularities in cash payrolls, how discovered.........................................................  96 147
DEFIC IT
To be absorbed by capital stock revaluation, discuss and show balance-sheet 
treatm ent.................................................................................................................. 95 144
DEPARTMENTAL EXPENSES
Chemical company, show by profit and loss statem ent.......................................  121 181
DEPLETION
Of coal lands, in consolidation of coal company with manufacturing company 60 102
Of oil properties, compute from data.........................................................................  73 123
DEPRECIATION
Buildings, machinery and equipment, with respect to balance-sheet and profit- 
and-loss classification.............................................................................................. 189 279
Deduction of, on operating statement.....................................................................  8 10
Oil properties, compute from d a ta ..................................................    73 123
Physicians’ furniture and fixtures, compute from data ........................................  175 257
Rate on building erected on leased land.................................................................  8 10
Reserve for, how shown on balance-sheet............................................................... 163 240
Reserves for, a t plant appraisal, prepare statements and rectify errors.............  135 204
Reserves for, auditor’s duty.................   9 12
D IRECT COSTS 
(See Costs)
DIRECTORS
Action a t law or in equity against, by corporation............................  55 89
Effectiveness of deed signed by................................................................................. 23 39
Relationships with stockholders and officers, describe.........................................  81 131
Vote on salary of president of corporation.............................................................  50 86
DISCOUNT
Cash, advantages taken of..........................................................................................  131 198
DIVIDENDS
Arrears to minority interests, prepare schedule......................................................  107 160
Classification of, in trustee’s accounting..................................................................  119 179
Declaration of, constituted by transfer from surplus to capital-stock account 143 215
Extra, treatment of in corporation audit................................................................  37 61
Paid from president’s commission, how shown on report, books and statements 128 193
DONATIONS
Verification of receipts from .......................................................................................  130 195
DRUMS
(See Containers)
DUES
Club, verification of receipts from ...........................................................................  130 195
Medical society, increases in fees and dues............................................................  29 47
EARNED SURPLUS 
(See Surplus)
EMBEZZLEMENT
By forged check, describe methods of detection....................................................  94 144
ENCUMBRANCE
Use of term in government accounting, define....................................................... 164 242
ENDORSEMENT
Liability of endorser of note, upon default............................................................. 53 88
Liability of executor or estate upon decease of endorser.....................................  119 179
Use of firm name, right to recover from partner................................................... 23 39
ESTATES
(See Executors and trustees)
EXECUTORS AND TRUSTEES
Classification of dividends for trustee’s accounting................................................  119 179
Endorsement on note, liability of executor or estate.........................................   119 179
Last will and testament, state requirements for execution o f............................. 26 42
Payments to  creditors and reserve for profits tax, for insolvent estate, pre­
pare statement and work-sheets............................................................................  185 268
Prepare accounting for executor, showing charges to corpus and income......... 97 148
Summary statements as to principal and income, prepare from data and sub­
mit working papers................................................................................................... 133 201
FACTORING CORPORATION
Advances to paper company, adjust account and set up reserves.......................  100 150
FACTORY OVERHEAD
(See Overhead)
FARM ACCOUNTING
Questions and problems relating to, what preparation necessary for discussion
o f................................................................................................................................  46 79
Work sheet showing trial balances for cattle ranch, prepare from data.......... 155 228
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FEDERAL INCOME TAX question answer
(See Income taxes) page page
FEES
Accountants’, erroneous quotation of per diem charge, right to collect...........  180 263
Directors’, verification by auditor...........................................................................  10 15
Entrance, verification of receipts from ....................................................................  130 195
FINANCE COMPANY
Advances to paper company, adjust account and set up reserves...................... 100 .. 150
Corrections regarding reserves, prepare statement from d a ta ............................. 125 190
FINISHED GOODS
Determine cost of and show how computed, from d a ta ....................................... 157 229
FOREIGN EXCHANGE
Consolidated statement, prepare from data, showing conversion ra te s .  ........  42 72
Gain or loss on foreign loan, submit work-sheet..................................................... 127 192
Value of products on balance-sheet of foreign subsidiary...................................... 147 219
FORGERY
Ratification of act of forger........................................................................................  118 178
Right of purchaser of note to recover, a dissolution of partnership......................  54 88
FRAUD
(See also Statute of frauds)
Falsification of sales records.................................................................................. 36 58
Irregularities in cash payrolls, how discovered....................................................... 96 147
W hat constitutes, in relation to contracts..............................................................  23 39
FUNDS
Municipal, show division of on balance-sheet........................................................  192 283
Payments from, to claimants, as rule of common law .........................................  51 86
Philanthropic organization, investments and disbursements, how verified.. . .  93 142
Use of term in government accounting, define....................................................... 164 242
FUTURES
Purchase of wheat for future delivery, treatment on balance-sheet..................  35 53
GAINS AND LOSSES
Under revenue act of 1938, terms used, define and describe............................... 182 266
GARNISHEE EXECUTION
For collection of debt from trust fund income....................................................... 120 180
GOODS
(See Merchandise)
GOODS-IN-PROCESS
Determine cost of and show how computed, from d a ta ....................................... 157 229
Set up account for.......................................................................................................  132 199
GOODWILL
On consolidated balance-sheet, prepare from da ta .................................................  87 136
GOVERNMENT ACCOUNTING
(See also Municipalities)
Terms used in, define........................................................ ......................................... 164 242
GRAIN TRADE
Purchase of wheat, for future delivery, treatment on balance-sheet..................  35 53
HEDGING
(See Futures)
HOLDING COMPANY AND SUBSIDIARIES
Balance-sheet, prepare from data.............................................................................  17 27
Consolidated statement, prepare from data, for foreign subsidiaries, showing
conversion rates................ .....................................................................................  42 72
Goodwill, surplus and minority interest on consolidated balance-sheets, pre­
pare statements from data..................................................................................... 87 136
Increases and decreases of intercompany balances.................................................  31 49
Valuation of inventory of foreign subsidiary and elimination of intercompany
profit..................................................................................    147 219
Work sheet showing consolidation of balance-sheets, prepare from data .......... 159 232
INCOME
Adjusted net and undistributed net, with regard to  surtax on undistributed 
profits........................................................................................................................ 145 217
Corporation, for state tax purposes, compute proration o f.................................  183 267
INCOME TAXES
(See also Corporation taxes)
Capital gains and losses, compute from data given............................................... 182 266
Earned income credit to be deducted in partnership re tu rn .................................. 66 111
Partnership return, members shares shown on.........................................................  66 111
Preparation of return for physician.........................................................................  9 10
Profits of sand company after payment of.............................................................  28 46
Proration of net income of corporation for state taxes, compute from
data ............................................................................................................................ 183 267
Reserve for, auditor’s duty.......................................................................................  9 12
Reserves for, how shown on balance-sheet.............................................................  163 240
INCOMPLETE DATA
Reconstruct accounts and prepare balance-sheet etc. from ....... .......................... 15 21
INCORPORATION
Advisability of.............................................................................................................  46 79
Contract made by promoter previous to, right to recover................................... 26 42
Corporation’s qualifying in certain state................................................................. 145 216
Unauthorized, right to bring suit against...............................................................  24 40
I N D E X 293
IN D IR EC T COSTS question
(See Costs) page
INFANT 
(See Minor)
INSOLVENCIES
Estate payments to creditors and reserve for tax, prepare statement and work­
sheets............................................................................................. ............................  185
INSTALMENTS
Purchase of cash register............................................................................................ 8
INSURANCE
Fire, unexpired, treatment of prepaid premium........................................ . . . . . .  182
Life premiums, with respect to baiance-sheet and profit-and-loss classification 189
On lives of officers, how verified and treated in accounts....................................  97
On lives of partners, a t liquidation of business...................................................... 103
On real estate, rights of mortgagor and mortagee...............................................  81
Payment of premium after due date, cancellation of policy................................  52
Premium paid to broker, not an agent of company..............................................  25
Purchase of, through broker not an agent of company........................................  25
INTEREST
On bonds outstanding in hands of trustee, balance-sheet treatm ent.................  165
INTERNAL CHECK
System for tickets and cash receipts of railway company.................................... 167
INTERNAL CONTROL
Improvement of existing system...............................................................................  99
INVENTORY
Adjustment and segregation with regard to balance-sheet and profit-and-loss 
statem ent..................................................................................................................  189
Audit for first time by public accountant, valuation for annual report to stock­
holders.......................................................................................................................  149
Internal control of, describe requirements and advantages................................. 38
Of cement company, revaluation for merger.........................................................  172
Of lumber company, prepare balance-sheet from data and show method of
valuation....................................................................   169
Of mill, what valuation, compute from d a ta .......................................................... 114
Perpetual book, how verified.....................................................................................  65
Reduction of value, reserve for, how shown on balance-sheet............................. 163
Retail method, give information regarding...............................................................  35
INVESTIGATIONS
Additional to usual audit, to be made by new auditor......................................... 68
To discover defalcation, steps taken........................................................................ 91
INVESTM ENT TRUST
Surplus of, prepare statement and balance-sheet, from data............................... 153
INVOICE FORMS
Describe and discuss use of, for purchases.............................................................. 38
IRON ORE M INE
KEGS
Accounting for, recommended procedure for brewery........................................... 27
LAST WILL AND TESTAMENT
Requirements for execution of..................................................................................  26
LEASED PROPERTY
Consideration of, as real or personal property....................................................... 117
Net profit during ownership of lease, compute from d a ta ...................................  78
Reserve for restoration of........................................................................................... 9
LEASES
Considered as personal or real property.................................................................. 117
Depreciation of building on leased land..................................................................  8
LIABILITIES, CONTINGENT
Define and give examples........................................................................................... 7
LIBRARIES
Audit o f .......................................................................................................................  36
LIQUIDATIONS
Partnership dissolution and change to sole tradership, prepare entries from data 103
Partnership dissolution, prepare statement of partners’ accounts......................  58
Partnership dissolution, rights of purchaser of forged note, to  recover............. 54
LIVESTOCK
Ranch, prepare work-sheet showing trial balances, from data ............................ 155
LOAN
Certified balance-sheet for bank loan to partnership, prepare from d a ta ......... 129
Gain or loss on foreign loan, submit work-sheet...................................................  127
Payments on principal, show by formula................................................................ 34
LONG TERM
Define, with respect to income taxes.......................................................................  182
LUMBER COMPANY
ANSWER
PAGE
268
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279
148 
154 
132
87
41
41
243
245
149
279
220
61
253
248
174
108
240
54
114
141
226
62
140
43
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177
129
12
177
10
7
56
154
98
88
228
194
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51
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248Inventory valuation of, show on balance-sheet and state why method is used 169 
MACHINERY AND EQUIPMENT
(See Plant, machinery and equipment)
MAINTENANCE
(See Repairs and maintenance)
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QUESTION
MANUFACTURING COMPANY page
Annual accounts, prepare from data, compute costs and show defects of cost
and budget systems.................................................................................................  157
Audit for first time by public accountant, prepare statements for report to
stockholders.....................................................................................  149
Foreign subsidiary, valuation of inventory.............................................................  147
Process-cost accounting of.........................................................................................  132
Work sheet, prepare from data, showing adjustments and segregation between
accounts....................................................................................................................... 69
Working capital, and application of funds statements, prepare from d a ta ___ 46
M EETINGS OF TH E MINDS
In  formation of contract, illustrate by example..................................................... 143
MEMBERSHIP
Medical society, fees and dues..................................................................................  29
MERCHANDISE
Delivered without authorization, obligation to re turn .........................................  180
Goods ordered but not received, how shown on balance-sheet...........................  163
Goods received but not yet entered on book, how shown on balance-sheet. .  . 163 
Goods sold for future delivery, how shown on balance-sheet..............................  163
MERGERS 
(See Consolidations)MILLS
Valuation of inventory of, compute from data ......................................................  114MINOR
Breach of written contract with, validity of defense............................................. 117
Contract for purchase by, right of vendor to sue..................................................  25
Purchase of bonds by, responsibility of agent........................................................ 53
M INORITY INTEREST
Amount paid to  stockholders, compute from data ................................................  28
On consolidated balance-sheet, prepare statements from d a ta ...........................  87
Audit for, in case of receivership, conditions for acceptance of..........................  128
MINUTES
Board of directors, examination of, in audit........................................................... 164
MORTGAGE BONDS
(See Bonds)
MORTGAGES
Insurance covenant in, rights of mortgagor and mortgagee................................  81
M UNICIPALITIES
Accounting terms used, define................................ ..................................................  164
Audit of accounts of town, validity of expenditures.............................................  36
Balance-sheet covering all funds, prepare from data ............................................  76
Funds, division of on balance-sheet, prepare from trial balance......................... 192
Statements, prepare from d a ta .................................................................................  13
Balance-sheet, surplus, journal entries and cash, show by work-sheet..............  108
Valuation of properties o f................. .......................................................................  11
W ater supply project, prepare balance-sheet with schedules and work papers,
from d a ta ..................................................................................................................  136
MUTUAL MISTAKE OF FACT
W hat effect on contract.............................................................................................  79
MUTUAL M ISTAKE OF LAW
W hat effect on contract.............................................................................................. 79
NEGOTIABLE INSTRUMENTS
Promissory note, negotiability o f.............................................................................  181
Promissory note with signature stamped on, negotiability o f..............  ............. 80
Promissory notes, stolen, rights of purchaser to recover.....................................  116
Protest of, describe.....................................................................................................  82
N ET INCOME 
(See Income)
NOTES
Forged, right to  recover from dissolved partnership............................................. 54
Non-negotiable, in payment for merchandise, liability of guarantor.................  142
Promissory, endorsed with firm name, right to recover.......................................  23
Promissory, lack of notice, as bar to action against endorser.............................  25
Promissory, liability of endorser, upon default......................................................  53
Promissory, liability of executor or estate upon decease of endorser..............  119
Promissory, negotiability of.................................................................................. 80, 181
Promissory, stolen, rights of purchaser to recover................................................. 116
NOVATION
Define and give example.............................................................................. .............. 79
OFFICERS
Corporation, action a t  law or in equity against, by corporation........................  55
Purchase of bond issue by, how dealt with in aud it.............................................  164
Relationships with stockholders and directors, describe....................................... 81
OLD-AGE-BENEFIT
(See Social security act)
OIL PROPERTIES
Transactions of year and profits upon sale of business, prepare work sheet 
from d a ta ........................... ....................................................................................... 73
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240
240
240
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177
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136
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241
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132
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QUESTION
OPTION PAGE
Common stock, to president of corporation, validity of contract....................... 54
OVERDRAFTS
How dealt with on balance-sheet and books...................... . ..................................  67
OVERHEAD
Capitalization of on construction of machines and equipment...........................  164
Distribution of departmental to  manufacturing costs, describe..........................  65
Expenses of manufacturing company, not charged to ..........................................  66
Treatment of, when reduced production causes increase in rates......................... 66
PAPER COMPANY
Advances to, by factoring corporation, prepare balance-sheet from d a ta ......... 100
PARTNERS
Indebtedness as asset on certified, balance-sheet for credit purposes.................  128
Life insurance on lives of, a t liquidation of business............................................. 103
New partner’s investment in business, compute from d a ta ................................. 88
PARTNERSHIP
Accounts of partners a t liquidation, prepare statement from data ....................  58
Administration of property in bankruptcy.............................................................  118
Allocation of profits to  partners, a t side of business.............................................  33
Capital accounts of, on admission of new partner.................................................  88
Certified balance-sheet to bank for partnership loan, prepare from d a ta ......... 129
Determination of, in unincorporated business.......................................................  179
Dissolution of, rights of purchaser of forged note to recover............................... 54
Federal income tax return, show member’s shares and deductions....................  66
Income and profits of partners, show in statement form.....................................  193
Insolvency, of two partners, basis of settlement..................................................... 80
Investigation in addition to  usual audit, to  be made by new auditor............ 68
Liquidation closing of books and change to  solve tradership, prepare entries
from d a ta ................................................................. ................................................  103
Of accountants, what included in contract.  .........................................................  116
Physicians’, accounting for year, show entries and prepare trial balance.........175
Procedure in audit with respect to certain disclosures.........................................  166
Settlement, a t sale of business................................................................................... 18
PATENT RIGHTS
In  exchange for purchase of capital stock, prepare entries and statements from 
d a ta ............................................................................................................................ 112
PATENTS
Litigations, reserve for, how shown on balance-sheet........................................... 163
PAYROLL TAXES
Rates, deductions and payments.............................................................................. 36
PAYROLLS
Irregularities in, how discovered...............................................................................  96
Use of federal social-security reports against padding..........................................  128
PENSION FUND
Reserve for, how shown on balance-sheet...............................................................  163
PERSONAL PROPERTY
Questions regarding................ ....................................................................................  117
PHYSICIANS
Income tax return, preparation of............................................................................ 9
Partnership between accounting for year, show entries and prepare trial balance 175
PLANT, MACHINERY AND EQUIPMENT
Accounting for, describe methods.............................................................................  130
Adjustments to  appraisal and rectification of errors, prepare statements from
d a ta . .......................................................................................................................... 135
Overhead on machines and equipment, capitalization o f.....................................  164
PLANT OVERHEAD
Distribution of departmental to manufacturing costs, describe.......................... 65
PREFERRED STOCK 
(See Capital stock)
PREMIUMS
As prizes in advertising plan of manufacturing company, prepare comparative 
schedules............ ...................................................................................................... 84
How shown as credit items on balance-sheet............................................. ............ 163
Recovery of, by broker on coupons of soap company..........................................  51
PRIVILEGED COMMUNICATIONS 
(See Confidential communications)
PRIZES 
(See Premiums)
PROCESS COSTS 
(See Costs)
PRODUCTION COSTS 
(See Costs)
PRODUCTS
Amount sold, expenses and gross profit, show by profit and loss statem ent... 121
PROFESSIONAL ETHICS
Acceptance of audit engagement replacing another auditor................................  67
Disclosure of business secrets by auditor as witness............................................. 22
Exceptions to rule of professional secrecy, explain................................................ 35
Fees from business secured in unprofessional manner........................................... 67
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QUESTION ANSWER
PAGE PAGEPROFIT AND LOSS
Adjustments and segregation of items, show on work-sheet prepared from 
d a ta . . ........................................................................................................................ 189 279
Extra dividends credited to, approval of, in audit................................................  37 61
Prepare account from incomplete d a ta ......................................................................  15 21
PROFITS
Net, compute from data .......................................................................................... 14, 78 18,129
Of foreign subsidiary, elimination of in consolidated balance-sheet................... 147 219
Sales of glass sand to insure profit percentages on investment...........................  28 46
PROFITS TAX
Liability of insolvent estate for, compute reserve.................................................  185 268
PROMISSORY NOTES
(See Notes)
PROMOTERS
Ratification of act by, prior to incorporation......................................................... 118 178
PROPERTY ACCOUNTS
Adjustments to appraisal and rectification of errors, prepare statements from 
d a ta ...........................................................................................................................  135 204
Methods of keeping, describe and discuss............................................................... 130 197
PROPERTY TAXES
How treated in accounts of corporation.................................................................. 129 194
PROXY
Define and describe.....................................................................................................  51 86
PUBLIC UTILITIES
Municipal, valuation of properties...........................................................................  11 16
PUBLISHING COMPANY
Royalties on book as liability and deferred charges, prepare summary and en­
tries, from d a ta ........................................................................................................ 176 261
PURCHASES
By agent, claim against principal.............................................................................  79 130
PURCHASING
Invoice forms for, describe and discuss use o f.......................................................  38 62
RAILWAY CARS
Work in progress account for construction company, verification of and ac­
counting treatment for...........................................................................................  166 244
RAILWAY COMPANY
Internal check system for tickets.............................................................................  167 245
RANCHES
Work sheet showing trial balances, prepare from data ......................................... 155 228
RATIOS
Information obtained from, describe.......................................................................  11 15
REAL ESTATE
Leased building, prepare operating statements for and compute net profits on 78 129
REAL ESTATE OPERATOR
Prepare adjusting entries, trial balance, balance-sheet and income statement. 39 64
RECAPITALIZATION
Balance-sheet showing plan of, and entries for exchange of stock, prepare from 
d a ta ...........................................................................................................................  187 274
RECEIVERSHIPS
Audit for minority interests, conditions for acceptance of................................... 128 193
RECORDS
Destroyed by fire, reconstruct accounts and prepare balance-sheet..................  15 21
RENEWALS AND REPLACEMENTS
To what accounts charged.........................................................................................  130 197
REORGANIZATIONS
Plans for, in bankruptcy law, list provisions.......................................................... 181 264
REPAIRS AND MAINTENANCE
To what accounts charged.........................................................................................  130 197
REPLACEMENTS
(See Renewals and replacements)
REPORTS
Additional information asked by bank for credit purposes, discuss procedure 
followed.....................................................................................................................  67 112
RESERVE ACCOUNTS
Adjustments to appraisal and rectification of errors, prepare statements from 
d a ta ......................................   135 204
RESERVES
Auditor’s duty with regard t o . .................................................................................  9 12
How shown as credit item on balance-sheet...........................................................  163 240
Of automobile finance company, prepare statement from data..........................  125 190
ROYALTIES
As liability and deferred charges, prepare summary and entries, from d a ta .. .  176 261
On iron ore mine, how dealt with in accounts, prepare statement from d a ta .. 89 140
SALARIES
Officers’, verification by auditor...............................................................................  10 15
SALES
Conditional, define and describe; rights of buyer and seller................................  144 215
Costing, in relation to  internal control of inventories, discuss and give methods 38 61
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QUESTIONSALES—Continued   page
Difference between sale and contract to  sell........................................................... 24
Increase in, by premiums offered, prepare schedule of comparisons..................  84
SALES POLICIES
Advice on advertising plans of manufacturing company.....................................  84
SALES RECORDS
Falsification of, methods of and detection o f.......................................................  36
SAND COMPANY
Amount of sales to insure profit percentages on investment...............................  28
SELLER’S RIGHTS 
(See Sales)
SELLING PRICE
Percentage of increase or decrease, for realization of net profit.......................... 13
Reduction of, advertising plan of manufacturing company, prepare compara­
tive schedules.................................................................  84
SHORT TERM
Define, with respect to income taxes.......................................................................  182
SHORTAGE
In  accounts of treasurer, sale of stock to cover, describe entries and discuss 
transaction...........................................................................................  . 88
SINKING FUNDS
Bond, reserve for, how shown on balance-sheet.................................................. 9. 163
SOCIAL SECURITY ACT
Questions on old-age benefit......................................................................................  83
Reports under, used against padding payrolls.......................................................  128
SOCIETIES, ASSOCIATIONS
Medical society, income and expenses, prepare statements from data ..............  29
SOLE PROPRIETORSHIP
Change from partnership, entries to open new books, prepare from da ta ........  103
SPECIFIC PERFORMANCE
Define............................................................................................................................  182
STATEMENTS
Application of funds, prepare from d a ta ................................................................. 46
Financial, prepare from data, for annual report to stockholders........................  149
Income, preparation from data, for real estate operator......................................  39
Profit-and-loss, for chemical company, prepare from data ................................... 121
Profit-and-loss, for lumber company, prepare from d a ta .....................................  169
Working capital of manufacturing company, prepare from d a ta .......................  46
STATEMENTS, CONSOLIDATED
Preparation from data on foreign subsidiaries, showing conversion ra tes......... 42
STATUTE OF FRAUDS
Statute of frauds.......................................................................................................55, 83
Note or memorandum in transactions covered by ................................................. 142
STOCK CERTIFICATE
Delivery by broker, responsibility for drop in value of stock.............................  182
STOCK DISTRIBUTION
As bonus to employees.......................... ....................................................................  20
STOCKHOLDERS
Net assets of subsidiary companies, belonging to .................................................. 57
Oral promise of sole stockholder to  pay debt of corporation............................... 82
Relationships with directors and officers, describe................................................  81
Rights of........................................................................................................................ 50
Statement to, regarding operating figures of company, prepare from data___126
SUBSCRIPTIONS
Verification of receipts from ......................................................................................  130
SUBSIDIARIES
(See Holding company and subsidiaries)
SURETY COMPANY
Right to securities held as collateral against default of debtor........................... 82
SURPLUS
Capital, credit to, in stock conversion.....................................................................  92
Earned, credit to , in stock conversion.....................................................................  92
Of investment trust, prepare statement from d a ta ...............................................  153
On consolidated balance-sheet, prepare statements from d a ta ...........................  87
Revenue of municipality, prepare work-sheet from d a ta .....................................  108
Unappropriated, use of term in government accounting......................................  164
SURPLUS ACCOUNT
Transfer from, to  capital-stock account, how considered, regarding divi­
dends.........................................................................................................................  143
SURTAX
(See Undistributed profits)
TICKETS
Amusement park concessions, treatment of, on balance sheet............................  33
Railway company, internal check system...............................................................  167
TOWNS
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TRAVELING EXPENSES
Officers’, verification by auditor...............................................................................  10 15
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TREASURY STOCK question
(See Capital stock) page
TRIAL BALANCE
Preparation from data, for real estate operator.....................................................  39
TRUST COMPANY
Balance-sheet audit, points covered in verification...............................................  66
TRUST DEED
Purchase of bond issue by officers, not covered by........ . ....................................  164
TRUSTEES
Payment by, on mortgage bonds.............................................................................. 50
UNDISTRIBUTED PROFITS
Net income, with regard to surtax on, describe and give examples...................  145
UNINCORPORATED BUSINESS
Determination of partnership.................................................................................... 179
USURY
Define, give rule of law and describe evasions.......................................................  50
VALUATION      
Of cement company inventory, adjustments in revaluation, for merger........... 172
Of lumber inventory, discuss method used.............................................................  169
VOUCHERS
Extent o f exam inatio n , in balance-sheet audit.......................................................  128
WATER COMMISSION          
Municipalities’ water supply project, prepare balance-sheet with schedules
and work papers, from data................................................................................... 136
WILLS  
State requirements for execution o f .........................................................................  26
WORK-IN-PROCESS 
(See Goods-in-process)
WORK-IN-PROGRESS    
Account for construction company, how verified and what accounting treat­
ment........................................................................................................................... 166
WORK-SHEET            
Adjustments and segregation of balance-sheet and profit-and-loss items, pre­
pare from data.........................................................................................................  189
For use in preparation of balance-sheet from data, submit all used..................  122
Gain or loss on foreign loan, prepare from data. — .............................................  127
Of cattle ranch, prepare from data, showing trial balances................................. 155
Of cement companies’ merger, showing all computations....................................  172
Of consolidation, showing eliminations and adjustments, prepare from data .. 107 
Of holding company and subsidiaries showing consolidation of the balance- 
sheets........................................................................................................................._________  159
Of manufacturing company, prepare from data..................................................... 69
Of oil properties, prepare from data......................................................................... 73
WORKING PAPERS        
For municipalities’ water supply project, submit with balance-sheet, from data 136
Ownership by accountant....................................................................................... 22
For executors’ accounting, prepare from data........................................................ 133
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DUTIES OF THE SENIOR 
ACCOUNTANT
By
F. W . THORNTON
There have been numberless requests for a book 
of this kind which can be carried about without 
being burdensome and at the same time can 
convey to the senior accountant advice upon 
many of the points which will arise in the course 
of his work in the field and in the office.
Mr. Thornton's experience has been wide and 
varied. He was for many years a managing 
accountant on the staff of one of the largest 
accounting firms in the world. His activities have 
carried him into a hundred fields of effort and 
no one in this country is better qualified than he 
to take the senior accountant to one side and 
tell him confidentially exactly what he should do 
in the situations which are apt to occur.
One hundred and three pages, doth bound, 
pocket size, $1.25 delivered.
American Institute Publishing Co., Inc.
13 East 41st Street, New York
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BASIC STANDARD COSTS by Eric A. Camman
This text has been written in response to many requests for an authorita­
tive discussion and explanation of this important field of cost accounting. 
The subject is one of interest not only to cost accountants but to all 
accountants, executives, factory managers, engineers, and industrialists 
generally. $3.50
LAW  FOR LAYMEN by H arold D udley G reeley
It is impossible to embody within one volume the entire corpus juris, but 
the underlying bases and the common applications of legal principles have 
been condensed in this book. $1.50
ACCOUNTING EVOLUTION TO 1900
This book reviews the evolution of bookkeeping into accounting, beginning 
with Pacioli and his school and carrying the historical analysis down to the 
year 1900. The treatment of the subject is original and the text is enter­
tainingly written. $2.50
FRAUD: ITS CONTROL THROUGH ACCOUNTS by G. E. Bennett
This book assembles information about internal check and describes 
briefly but comprehensively accounting methods which have proved 
effective in the war against carelessness and crime. $1.00
THE ETHICS OF A  PROFESSION by A. P. Richardson
A practical discussion of the opinions of accountants as to what con­
stitutes ethical practice. $1.00
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